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FOREWORD 


Is tlic present work tlie anthor Ins snpplied a nscfnl and 
lacid introduction to the important economic topics of 
Currency, Banking and iDtematiooal Trade for the Indian 
students as tvell as for onr genera! public Any one who 
contributes to the clarification of thought on these pivotal 
matters certainly performs a public service The book will be 
the more nsefnl to our college students and general readers 
because it aims at emphasising the changes in monetary, 
banking and trade policies winch form the characteristic 
feature of the post ^^ar period It is indeed a faecinating 
study on which the student of these matters is entering, and 
he may be sure that he « ill amply be re« arded for the sustained 
exertion that he will have to put forth Meanwhile, I shall 
proceed to notice bnolly some of the topics dealt with by 
Prof Sharma. 

The author has put in a pica for stabilisation and for the 
restoration of the luternational Gold i>t.indartl under proper 
and suitable conditions He has also discu»sed some of the 
defects of the substitutes for the (>oUl Standard That 
standard has in its f.i\our not onlr psychological supports 
and sanctions but .also the great advjutages which it po«sc^«es 
on the international side In fact the strongest defence of 
the standard lies on the side of its international significance 
nud functioning Even tbc sterling f'foc countries, which are 
in such an ndvantageoas position otherwise, are still anxions 
to retorn to the Gold Standaid The fuiuro lies not with the 
(lethroncmonl or abandomneut of the Gold Standard, but on 
the side of Its bettor management and furtlier development. 
For, indeed, the Gold Standard has shown itself moat elastic 
and capable of very great development In particular, the 
proposals of ifr Koyucs and others for the ‘ Variable Gold 
Standard " have opened up new potentialities of management 
— the gold parity being varieil according to the state of 
national and international price levels 

Our author has devoted a section to the Purchasing 
Powci Parity Theory That remarkable theory has already 
had a long and interesting theory ever sinco its enunciation 
by Prof Ca^sel The theory has assumed a Comparative as 
well as an Absolute form— winch it is very necessary to 
distinguish — while Cassel himself has greatlr modified the 
earlier form in which his theory was cast The utility of the 
theory as .a first approximation bus certainly survived all 
adverse criticism , but it is obviously necessary that the theory 
should bo applied with caution 

Prof Sharma has done well to give a special chapter to 
the Inuctions and importance of the Bank for International 



f'Pttkments That bank Jias been expanding its functions 
unlir tilt sfiL'-s of economic circumstances, and it bids fair to 
lx cone the lotus of cooperation on the part of the central 
1 inks of the world The movement towards such co operation 
was ntte«8itatel bj iht desirability at onco for interchange of 
»( rvices ami of ivotdiug friction But such co operation can 
go mm h further and can be of immense use to the world not 
onlv on the banking side but by improving monetary policy 
and stand irds Thus many of the defects which have latterly 
trept into the Gold Exchange Standard can be eliminated by 
lie cooperation of central banka while the International 
< oil] ''tan lard tan assisted to the matter of its restoration 
through the saiut agency Tims such an authority on 
tamiiti matters as Sir Walter L-iyton lias GDVl^aged the 
po sibility of 1 lacing the task of regulating the long period 
laliic of gold m tin iiuids of (he Bank fur International 
scttlcmenis and Dr J inng has shown how that bank can 
In Ip in cithtr steidvin^ or raising the worll price les el 
rill same aitllior has nidccil brought forward the idea of a 
‘world btukrntc and lias made suggestions for the rcgula 
turn of the rales of interest to be chaigtd by the Lank 

'*pc<((l attention has also been drawn m tho book to the 
(.rfccta of th( Ottawa Agreement and the Indo British Trade 
I act The author has presented the reader with both sides 
of this coutroiersial matter but ho has taken caro to add 
that the progrc<suG substitution of the Indian hnscetl for the 
Argintinc article in the British market an outBtandin„ 


ft(hie>ecnont of tiu Ottawa ^gr<.«.mcot Quito apart from 
the details of any particular agreement or pad, wt, have to 
note the general ecouomic adeantagis of a policy which 
secures to a raw material iroduemg country like India a 
prefereiiti il footing in such a gnat and comparatively steady 
market as Great Britain — especially in times liko tho present 
1 or we can take it that otlicr countries producing raw 
materials have been an I will be developed on jciontific lines 
and, therefore. In lia will m future bo constantly expooed to 
mvser an! slrongir competition la that economic sphere 
which she has dciuiuatetl in the pa«t 

In conclusion, it is to be li iped that our students as well 
as R mral rtailcrs will bemfit by tho lalonrs of Prof ‘sharma 
and will be U-*] on to study the authoritative works on the 
topieo whu h hi I as trealed carefully oiul clearly | (.fore the 

stii lent wlo follows this advice there lies that highly fascina 
tiiig, though necesunly controversial literature which has 
grown up during the postwar p»nod on the subiects of 
Currency, Banking and International Trade 


BQunvT, 
Amju*!, 1035 
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PREFACE 


Tirr object of this book is to prescut the eleraeutarv 
principles of banking currency finance credit etc in as 
clear and simple a manner as possible Educated persons 
rvbo liave not before made any systematic study of the«e 
subjects are expected to get a clear idea thereof with the 
help of this book Though designed m this sense for 
beginners it does not gloss over difficulties or a\oid «evere 
reasoning 

A special feature of the book lies in a treatment of 
the fundamental principles in relation to Indian problems 
Thus topics like international tra le imperial preference free 
trade and protection etc have received the attention of the 
author m respect of their bearing upon Indian problems also 

In the post \\ ar penod great changes hav e taken place 
in the domain of trale money currency etc vthicb have 
notably affected the views held regarding the gold standard 
central banking pohev international trade imperial pre 
ference and trade depression Vauy of the principles 
connected with these topics have received new importance in 
theory and practice and the author Ins taken care to 
analyse them in a clear perspective 

In a V olume of this kind it is neces«anly impossible to 
giv e that amount of attention to uiauy of such matters as 
trade depre sions gold standard international trade winch 
is commensurate with their great importance at the present 
time It IS also clearly impossible to give an exhaustive 
discussion of such topics as the imperial preference i:>sue 
which are highly controversial and which are indeed the 
cause of much mystification to the general reader audeveii 
to business men It is however hoped that the considera 
tion given to these problems will make the volume of service 
and of interest not only to the student but also to the 
layman and to the business man and the industrialist 

Though the subject IS m parts lughly controversial the 
following chapters are not intended to advocate or to attack 
any particular cause The aim of the author has throughout 
been to discuss the controversial topics in impartial terras 
and to make the aigument intelhgible to the general reader 



The Irdian nationalistic Mens. ha\c hj «o means been 
Ignored but the\ ha\e icccrte<l the amount of attention 
^MtLojt fear or fa\our xibich the> deserte m a volume of 
this kin 1 Thus controversial questions have been api roach 
td with absolute iinpartjali*\ and moderntion an I the 
autl or has attetnptc 1 to maintain tl c iiccc««ar3r ol jectuitj 
of \T ion ard evenness of teiij-r while the aim has been 
to be accurate rather than CTciliii? 

Tlie book is pnmanlv intended to be a text book for 
Unucr«itj and college stodeats jrcpiring for commerce as 
well a« f r arts exam nations o' v mous Lnnersities on the 
subje<t but It shot Id al-o prove useful for business men 
as well as for mdustnahsts 

Maiij of the chapters r ere read in draft form bj Irof 
Kalka Irasad Bhatnagar a A- I fofessor of I^onomics and 
\ jce*I rincipal o' U c local k> \\ College rvbo offered most 
helpful suggestiot s while Prof Kal shanker llLatnaga ji \ 

\ lee PnnapaJ of the b D College Car noorc once again 
generou Iv 1 tij cd in the rovison of the proof* lor all 
this practical assistance tl e author tenders his deepest 
thanlU to them 

The author IS deeplj indeMed to Prof <511 J C Covajee 
j.t l/nivcrsjtp rrofes.sor of l^onomics 4n 1} ra Univ ersitv 
fo: h s learned Torerord which has indewl added inimeti- 
selj to the usefulness of the book 


S D CoLLEcr 
Caw'vtorf 


K K Sharsiv 
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Sincf thp jntro<)aclion of money, |Hopfe of all anti climes 
li3p< trif-d to Bnder'tantl it ptopptlT atvl to ao'k it out sy^to 
imtK lUv into pTactvoe llwt they haip not aiwa3 s siioccpded 
In til ir lo'otimati aims of dome away with the eriH commonlr 
A <cKidtrJ with the worUn" of the njeillnm of eichangt It 
V'tn line in the past to a lack of clear Vnonle Ise oI inone 
tarr 'cienee that rocietr has had to face iliPiciiltics 


It 13 no* i>os^ihle to Qv«.t«*ato the uiiiHjrtancc of money 
It 13 really an cpi’omc of the histOT of militation and is an 
indtx of the economic prosress of j>eopU \s tiviliiation 
alvanets wants of peojle e«>w m tarietj and nimhit and 
the raowtar^ sys’em adjusts it»elf semi anlomalieallr as it 
were to change I eircamsiant-e-> In a con-mumt\ wiih dm 
Sion of lalxiar little deyelopeel havin" Iiinitid number ol wants 
tnonoT u simple and inexpen«ire but nonetheh’S nt-eossary^ 
In primitive eeonomr when production h fur local eonsnmjU 
tion trade is confined Ig ne;?hloann? town* pro.Juction m 
not Indirect and roondalKinl, monev w simple and credit u 
hnt Unte developed Trao«acluns are irosth earned on on 
a «tnc*ly «uh ba«i3 Ulrad develops mdn.trv an I com- 
mnw lomvo and bn'mcM bocomc! n-Iativtlv cnmplm ,rd 
Kpensive, l!ie mtem ot medium ol enibanee also tudfrmes 
CDTTO«i^(iiug cfianaca [t becomes eery codly an 1 ofnen 
sire mien incomea am small paraenu a-c I,r Vm IM 
amonntsanda reiy ebeap commolily lervei os moow S 
jben meome, locream and a o„oa,n. Womrs tcpT ' noli, 
diTided mlo mans- eU.sos ol luople Irom the point o'",,^ of 

theieearmop a sarielp ol comraodilies some ol seK" aT 

be emtly and otbeta theap beli„ ,e„o as mowT 
lodnstml deTelopment can be roeainrid bi tbe ft 

Honey dupemes mth Ibe doobte comcidence of -0001, 
bj gtneralising consnminjr power ItenaMf-m^ i . 
their claims upon society m the most snitabl^^*!^^^ 
thetefore productive of Vreat cyo^mL ?„ ^ 

avoids waite In the »y^ 
cichanse commodities for commoilities 
o\nn» to lack of some common measure of valupAf^ ^ 
ties which Is avoided by the use comtnodi 

mixlity m universal demand and it« ownmi- 1* ** ® 

that It will be accepted without demur nVifl ^I’^^a.vg confilcnt 
exchanse for their ciunDJOditie* In ca e t **1 

of a commwlitv not m urdTcrsal barte-, the owner 

fact that h« commoditv Si U so ^ 

deal owing to lack of gencriTTnsi^iri^ an I suffers a good 
People cannot therefoj iuak?tV^”t 
roionrees m the absence of monev ^loSt 

jionev, thejf/orc, affects 



U!raitTt\cr of 


tiprrntii«hnnta"ebyc;cn(“ralisin;rtln spondin" power of people, 
li\ cmlilinj tlum to know whit tliej want ond to wliat tsteiit 
do tliej Want n particnKr Tomnto<lit} 

Mone\ production by f icilitafinp exdian^e of 

eommoditi*i and b\ promoting ejun'iilizofion I>hi<ion of 
labour incna^d prt itlj with the use of monev for jcople 
cm siKtialire thein'ielvi<! iu the pn«lt!Ction of eoimnoditn s 
for which thiv are bc«f fittwl by ttnir nattiriil tndowintnts 
and teihnical tnimn? With lli«. help of Inn^e^, thes an 
assimd of putlui" a correct \&|tiatioii on their coniniodilie? 
and of bem^ abh to t\<hang< Itum for motuv whtnever tlie\ 
want to do 80 In the nbaemt of a coimnon m<dliim of 
tTthaii^i, pnidiKtion i rnnol Ik hi^h betaiiai spedali/atum 
< uiuol take phti to a lnrj;e 4 st« nt Lr» n bod\ |i la to produce 
in uip loininndilKS for himstlf iiid cannot tisih barter tlum 
awav for thon he nia\ n«imre Itui inomy inermsi^ proiliie 
tiuu bj oliMatiDj Buih di<a<)vunt i;;(S (iriaf'f sjKCializa 
tion, improMiiunt 111 tr»d« tuniiun* indiudustr' proiluctioii 
in antuipifion of d>nnnd and (rood «i«i of intural resources 
of a oouutn depend upon (he s^stuii of ixtlmve in %o?tu 
The htter nff<*ct 3 them »iid is m turn nffiitid b' tlum The 
capitilistic 8 \ 8 tcm of production fostmd b> eoiopctiliou and 
the systirn of pnrate pro|urtj intohin^ mass production of 
ninohim made goods Lading to all round jirogress, cinnot be 
possibk* Without a corresponding enuunc) of the system of 
exchange Hence division of iiboiir. prowTh of fuetones, 
spiaialization of nnehimry ftonng of goods and alirge 
sale of eonimoditus an nt once tin coiiseiiuences and tawses 
of an expcnhive medium of exchange 

Slone \ gives the meessirr iiiolulit> to capital and is 
responsible for the cone* ntraiion of < tpital into the hands of 
those who are best abh te» utilize it in an efTective manner 
Kcal capital consists of the vcliial instruments etf production — 
buddings, docks radwavs godowns atrimships plant, machi 
nerj raw material!) etc It is tliCM things wjmh increnvc 
production of consumable gooels anel it is tlieso things v\hich 
are rtcjuircd bv the entrepnneiin of mdustriiii for organizing 
production Monev gives A command over such goods and is 
invested m suih goods in a plJvu where thiv are- vorv produc 
tiro Through the lustninuntalit} of monev capital flows 
from a place where it is less, proeluctivc to a place where it is 
more productive This process seems automatic for when 
buddings are eUHpidated tlirongh constant uso and machinery 
becomes worthy of being tlirowu on the heap of riihhish, 
capital maj bo invested elsewhere and not m the same place 
if the latter is not verj ninunerative Jliit at the back of all 
these processes is the' judgment of the investors Thus money 
gives a proper degree of mobility to capital m this sense' 
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ffncf-ntmtion o' Mri al 13 aLo possible tbfongh moncr 
Tbf f «1 -iQnot OTanuf p'odncljon ani arc nnable to start 
bi r « i{ itur own can hcl it to ©thm who are able to 
(i> * Ttns tafiTai at’nctol bv joint «toc«. corapamts 
j. J tor ken frrn ai! povible «ourcfc« anJ ntilizcd for incTCas 
m p' luct n It u tbtrcfore thron^b roonev that loan» 
can f e roatrac 1 •*! to be repai I in fntore which rcsnlt 

n tit creation of capit 1 arc made pos«ib’e thronsli monej" 
och for c' a momtica cannot be MTcd dircctlr thcr 
<1 t n irate t rv food and he who pu** b^ tommodities directlr 
fer future a j. nr ’ snre of rctainui? their ralne Therefore 
rr a ^ js i elpfni fre m this i>oint ofriew in £nconra»iDg garinjs 
tfarou"}) ti e stinjnlu-i of the rate of interest 

Me a ^ in tl e past has also been rv pon iblc for the growth 
oi *ocia\ and political trceilom by tnbstttating freedom of con 
trie* ard co’~ jcijtion for costom and status VThen rent, 
wa"*-? and pnees are p«ad m kin 1 , th^v are generally determin 
t-d br **atus and coitom jus to the Mid ll" \;e« m Forope and 
IQ In lia an! manr other coantnes cren to the proent 
dav Lnlr such ctrcnin«tances labonrer* and caltirators 
sufn a good deal The btter are liable to arbitrarr eTsetions 
on the part of the landlords and do not feel interest in work 
Bo a* moner is sob titatc-d for pajments in Lind, ther arc 
so»e of Ktaining the frtuts of their Jabonr for tbcmselTes and 
feel an air of freedom The loIlaeDCe of the introdnction of 
moner economy was beneficial for the serfs in Fnropc for as 
tfier pai ! rents in mones tber were actna'ed to work more 
Payment of taxes al-o in moner brought about political freedom 
Peojlc felt the parmenl of taxes when troner went oat of their 
I»ockels and they 1 '■d a tendency and a will to see that the 
proceeds o' taxation were atilued fo’ their beoept They 
wanted to hare 3 roice in the control ©I cinc affairs and began 
to realize their nghts and rcsponsibiblies and mad the Execu 
tire who spent the procee*Is of taxation to realize the force 
of their demanls graduallr bot steadilr 

In I ngland and other coantnes the inflocnce of moniy 
ecoaomr prore*! xery benefit lal In the ab^nco of moner 
economy n the ^IiJdle \gc3, wages were paid according to the 
Track ‘•rslfm jc la eosxno<bties Thu 1«1 to great social 
abases AVira labonr was paid m kind rotten stall at rerr 
hip*i pnees was giren tolhe^toorers The Truck Acts making 
It copipnborj fo- cmylorerw to par wage? in moner re«alted 
in the social improrement of the laliocrers In India also in 
the Tflla-es the infuencc of the introdnction of moner par 
meots trr pasTrents in kml u being M and is impronng the 
eotidrti'ia < f « nLast wnuam and agnralttiTt»\ iaimurers 
Money al«o creates national and peiit cal soh lantr The 
isolation 0 ' the nllaee m I aula aod In Iia is being hcoLea up 
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br nnJiy cnn«r<? nnioiu whbli the fnflui nci‘ of motK'r In no 
ripiin* of MTiill import mrp Improtnl romimintrifinnH ron 
no* tine mII lip** witli towns ar«*onibIi»^ silh^i ixoplo to import 
coiimoilitnv from ont^itlo for whioli jnrnnntii am niadc m 
monov nn*l ‘)h s cin nl«o mil their i*»^wliiee in citii s for nion* j 
^ ilhci rs tlonfon ilejn n 1 upon otit<i !< phcr« for their trade 
Thij are inllnmoin? thorn plies ‘iml are In turn b< m? 
inllm need In tlntii Tins finl tlnir interests bound tip with 
in nil rmiml pro^ss Tins Ins Imn nsiumsihli for the tn i 
tion of intion i 1 solid ints in tbi Uist ns will ns in Indii 
^ dll"! rs ( ome into contmt uithontsid peoph ind nppn i''te 
their ideis Tin bn ik up of tin isolifinn of the siUijc in 
Indii and a mlintion of tin interdi 1 1 mb nee of towns ind 
rillacts resnltimr in ntiiltitl i^oolwill am! lo ofiemtion Is not nii 
iinworllis ailmTirmnt furwlioli inomr leonoiin is to icerfaiii 
exlint h sponsihh 

MoruT IS thus uiiporltil from miin points o* new niid 
the I'eonoinn ami matirul pnijr* inopb is rlo«elr n««(j 
ciitid with ii It IS conseqiii n'h s*r\ d*sirnl)lt nd nteis* 
sin tint nionetm fnine. shonbl lx jrop<rlv iini]<.rstood 
fltid appncnteil in its { roja r |Krs|H-slni \ wmnz morict irv 
pnluy mis pliinz< soeiits mio iinf ithoiiiibb ditllcultns 
whieli bnn^ unmrsil <li»i>s and di«ord*r in t’lei" tram Iiv 
till pist, soeipts Ills hic| to fuel (li< coDSirjuemi s of posi* 
tilth wrotu nmnetirr policiis of liium i< m ind stitcsmen 
■Mam hws rolilins; to niomtin probh ms osi«tiiiff on the 
stitiitc Iwioks of sinnns soiintms unis zo to show that the 
ibfncuHus hire Ixin due to the ndoptton of i wron^ policy 
As nltsKh mentioned dnnn; the list Strut l\nr distiirbancoi 
m monctm nnd inmnes iiiattsrs < uiseil Invoe and subjected 
vinous eoiintras to di>iilsiiitiz»s ind dinjirs from wliich 
nnnv of them hive not ><t moMnd 

In Ihi interest of busnuss stnbihts it is neeessar> that the 
value of monev should niinm fiirh stible \n absolute 
stabiliti 111 tlu snliie of moms is not possible but chanjes 
should bt nnluetd to the tniitimimi ^lolent nnd long continued 
chnuges m tlu \ahii of momv disturb ImsincssLS, upsit 
tradt and eommim nnd turn eipwlid prolits into losses 
The nlations lutwion debtors and emlitors are disturbed 
and speculition of the wor«t tviK? » fosured which demonhses 
businessmen 

If IS true that the momtiri system is alwavs ittinded 
by certim mils winch cinaot be entirely done awij with 
but cm Ik ruloccd cunsidirobly Tlu inonctan sjslom of 
eYchange promotes incqniblv jn the distnbntion of ineoine nnd 
IS responsible for the coiictntration of propertv into the hands 
of the cipitahst cl isses It ia also resj onsible for the Competi 
tire Mage System which is disidviutageous In inmy wnj& 
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from the workers point of Tiew As it has promoted capital- 
ism It isal'O responsible for the crils and disadrantages as-o- 
ciated therewith tliangcs m its ralne are bound to take 
place uliitb arc tondutire to manr social and economic enls 
But noaetbele'S its adrantages far oatweigh its duadrantages 
It IS true that somi of its evils cannot be done awar tnth . 
bat tiiej an the price ahich Bociety has to pay for the roam 
fold advantages of money Other evils can be reniored and 
to the evtint that thev can be rtmoved the general interests 
of mankind recjnirt tlial tht 3 shDoId be tackled in tbe right 
spirit Tbe monetary avstem oils the wheels of progress and 
the utmost satisfaction of human wants po-sible to a 
greater f stint flian coaid be done withonC money 3Ionetary 
science therefore, shonJd !>e correctly understood and n oney 
and monctarr policy should be properly controlled in the 
general interests of mankind Tljcre w no noble'* work for the 
eohghtent-d hnmamty to day than that of conttoUios money 
and monetary policy m the general interests of society 
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Evolution ard Functions of Money 

Tde jirofpss of OToIution bj wbifh men h-ive ffrndinllv 
onmi to U'o pixiious metals as money or the common medium 
of t sthanpi is Tcry inti restinfr bcciuse it exj lams tht histonr 
of the (levoloimient of cmluation nnd shous how what are 
comnionh known as jrecjons nutals base coint to bt reganUd 
as moncj It is ginerallr atet|it«l that in primitiTo tunes, 
ther was Iitth use of money and tint generally commodities 
were direetl\ exclniigeti for conmiwUties INith the develop 
mint of tride comment ami indu try money largelv and 
widilj came into use It is aHo acieptcil that as tin, ih sd\an 
tapes of a commoditv eommonh scrsing as the medium of 
ejcLango at a particular tune wen rcaiLzed mother and n- 
better commodity bcfiu to b«. us<nI as monev This generally 
Accepted evphmtion of tin origin ind development of the 
o! cxchtiigo is JwyiJy » mtiicr f>f gvp*^ Thev 
have gisin an esplinatioii of the iiriv history of money hare 
not in tliiir po><ession snihcient and nbnble Iitiratnrc about- 
Ufo in jirimittve times Ibit at the samt time there is a gnat 
plauaibiUty in what they sa\ 

The first use of inotiev did not arise from anj agreement 
among men Our svstem of (aehaogc al«i> has not beta cvolv 
ed through Bueceisive displneemenls of one meins of exchange 
by niiothor MI havt i^wn slowh and unconsciously from 
conditions which cxisle«l in genn at hast m verv tarty times 
All the thru, modes of trading known to us mnuly, birler, 
money and endit wen a ed in primitive eiviluition al«o 
The ancient Mtxicans us«l birter and money and the ShillooLs, 
a primitive trilie in Vinca use"*! to mII goods on credit 
Hut if InrUr, monei and credit were u«ed in primitive times, 
tht word evolution ap]lt<d to the system of exchange seems 
to bo a misnomer Tins is not so for tht -'O three svsfcins have 
botn used m difTerent combinations and one or the other, not 
to till intin exclusion of tin. rest Ins lieen predominant la 
« particular stage of the evolation of trade and commerce 
Thi tondilions of their industrial bft hate ditermincil whether, 
among a given piaiple, birtir or money or credit *htm! 1 be tlu 
most imiKirtant fiatun of their sysUm of eichangt Eiin' 
m t iif own limes when indostnal orgunization is highh complex, 
wants an wnbautiiJ aniJ ibrcj^e, anl tin jneihanisro of 
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exchange 13 liislilv complex, ne find tliat barJcr 1? also prcTail- 
iDff In (v«iT Civilized country, farmers etc , m Tillages 
exthangt many comnio<IJties directly for other commoditjes 
The bdijit IS true with regard to thi use of diflerent com 
roocbties as medium of cichangc at different times The 
u‘eof cold and silver as monej is comparatively a late develop 
ment tt first the tlung accepted m exchange was iiece««arily 
some commoditv iilueb causcil le«s inconicnience than other 
things used for the same purpose Sonn commodity mu»t 
Lavi Ikih in greater demand than others and the po«<"e'«ioQ 
of that fne Mas sure to pve it the quality of general accept- 
ahilitv as compared with others It must have served as a 
medioin of exchange 

different tunes different eoramocbties have served as 
money or as medium of exchange A commoditv which was 
ID uiiiver"al demand served as money , because the owner of 
that commodity was sure of realumg its value in terms of other 
goods which he required at any tune Therefore general 
acecptahihtT determioM the use of a commodity as money 
Nalurallv m different stages of industry, different commodi 
ties were nacd as money That one which was most con 
renicnt at a particular lime was u^ed as money Vmong early 
nomadic tnbe« cattle, sheep and other animals wem naturally 
Used as money because they were then generally desirable 
They were of gre-at coDvemence to thiir owners because they 
were self portable, so to say, and could also be used to 
•carry other forms of moreable wealth of their owners Many 
other things have aI«o been recorded as the acceptable means 
of exchange m pnmitive times, Iheir demand depembng mainly 
on tJie stage of economic life of a coramumtv For this reason 
rice in certam parts of Imba, cacao among the aboriginal 
Mexicans, oil in the lomn Islands, rocksalt in Abyssinia, 
tobacco in Virsima, wampum beads m ^cw England, 
dates in a date country, cowry shells etc , where these were 
highly valued for peroonal adornment served as money * 
In course of time these commodities were discarded in 
favour of precious metals, specially gold and silver It was 
because these articles became unsuitable to serve oii money in 
times of growing trade, industry and commerce that their use 
as money was di->carded These former commodities Lave 
■xcry great disadvantages Nime arc incomement to handle 
and others peruhable and unsmtable for storing value , some 
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-- 5 thing* which served as tnoDey from time to tune have 
iMsialy ilepenje-l upon a particalar etaice of economic 
«rw»<llv »p,^kln„ fii-^ ami aLins in I outing rta?" , cattle ,q nomadic 
Rrain “nrt other agncultnral products in the agricultural state 
•an l metnU m the advanced ectmoiDir stage have served ^ moaev 
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Ix’-ilt-n or (Iriwn into thicl or tliin to ?mt ccrt-iin piir 

{>0 To pnt It m other wonl?, it inn«t bo malleablo It 
rf mt n< illi'r t>o jo bnttlc is to break ei iJy nor most it «o 
i-fft not to retain t!io impre «ir»n gtimporl upon it Gold 
5 w Ls thn qiialitr hot platinum dots not, bccau*“ the latter 
u a verv bard metal 

I)) Tie commodity eonccmed ino«t be diri'ible <-a.-ilr 
and mu-’t also >>e liomf><enton3 It must be siutabb to mike 
paTmenix in ill Knms and mn«t be extbanireable m all ratios 
It must be lasilr dnilblt and aff'treffatible te, its nine 
<hn ion mar com*pond to its phr«ical i!m«ioas and it mn»t 
Je- liable of b(ing pci loKctber id a mi's mthout anv Jo«s 
of ijiue Tro ?miU dianood pieees are not as raloable as 
alar" one equal m weight to the two pieces It ls wbc diamond 
cannot F«rre 13 money Gold and silver po«se<3 this qoabtv 
in a 1 mb degree 

(»M Tne commoditv mn«t po«sets valoe It* valne mav 
Ik dee to it« d mand for money onlr or it may be due to it» 
demand for u’cs other than the inoner use But :f it Is demand 
e<l for other «m>s ab>o, it toll Lavo a steady value Gold and 
Silver give a certain social iHJSitioa to tbeir pos essor owing to 
tbcir lii‘tre and nlative scarcitv ITeoce they are nniscrtally 
desirable and po<sets valne Thus an artido has high 

apecific valoe mast be preferred to serve a* money to one srho«e 
utility IS merely ia«trcupcotal 

(7) The commoiilv most aLo possess a stable valoe 
In o*her ■words, it* putthanog power must remain nasonably 
con«tant from place to plate and from time to time Tlien only 
at can store valne and wrve as a atandarl for deferred pavments 
But tbiTt 13 no such article which does no» vary m valoe 
These s-anations shouU be as little as po««ible History has 
on record cases of dis'urbances caos'-d in the valne of silver 
ami gold both because of increase m their sniiplv tbrcmgb dis 
coverics of new nunea and also liecame of thtir euppl' running 
short of demand for them \t prc'cnt the supply of gold is 
not keeping pace with ns demaod \t different tunes silver 
and gol 1 hire ilnctna'cd m valne owing to this reason Here 
also gol J has an advaDt,»gi Its valne is likclv to remaia more 
etcady bt-cause of it* comparatively small annual supplv, the 
existence of a large stock and a omversal ilemand for it 
IXM:rrovs op iiovn 

It u neces^ry to define eWrfy the meaning of money 
S) far It has been referred to m broa 1, general terms as the 
inedicTi of m^iange Tina u not a bappv term as it inclndes 
certain things which cannot be called as money As with most 
terms in Economic Scieni^ there « no very general agreement 
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MUh rpff^rtl to (lie mexmn? of the term monij aho What 
exervitw we take of the mtaning of tlif term momr, wo nUHt 
procecl from tlu «leti miimtion of its functions \\« must 
amhse niul discuss tliesu functions sen cnrifullr and m 
lUtul The functions of niontv mas be summarised as 
follows — 

(I) Monej IS the means or the nieliiim of erclnn^e i r 
it IS m Urtiis of moncj that the rallies of otlur eoinmoditus 
art expnssed The earliest sirsm of moniv sras to einblo 
an iiKliMtlu )I to )>ii> dircsllj what he u mtul Dinx-t < schan;;i 
of comino litKS for commmliti s tr in otlur words (he sjstdn 
of barter nqumd an indisilual to find out a hiiror for Ins 
goods in the quantity s (hat lu ha | to s II who h id at tin sanio 
tiint gon Is m aa mm h qnantit} as f h« former w mti d Mom j 
n motel this ilifilcultt This servict of nion j as a meins of 
eathajigi is fiindamontal whatinr the stag of teoiiomu lift , 
but t ismort iniimrtantiii ili eoiiiiUx economic hfi of to dav 
in theenilired worM Moms ficilitit s tlu dnision of labour 
hr fuilitatiDg tlu disirihutioii of commolitus Thus 
niomj IS a ctnenl nrculating iiudium It performs this 
siraici becjiisi it is gin rjll> aiia.pt<d It is acuptid bi‘ 0 au 8 O 
piople know that otliirs will tak* it iii turn without aiij hitch 
Its ownir do s not think that the nhihl} to part with it depends 
on tho ])rnmtsc of aiir thirl lartv to ndeem it Its succiss 
ikpents stmpl} upon tlu fict tint it is in deinanl for domj? 
this work 

(J) crerj thing IS ixihangeil for inoner it becomes tho 
common nu laurc of value also \ 4 lne iniplus a ratio or a 
relation Ik tween two eommoiitus It is not tlic same thing 
os utility I tilitj simply means the want satisfying power of 
a cominolity This is subjective and tlurcfon cannot be 
nicasund Snluc is the ritio of enhangcabiliU To put 
It more clearly tho value of m article is what it will fetch in 
eaihanpC for itself \aliie therefore can be atciirately 
measure 1 lor instance om unit of tin may be worth ton 
units of iron 1 1 one unit of tm will buj ten units of iron 
Similarly tie value of mj ortielc cm be expnsscd m Unns 
of nnr othir article I iit it is clear that very early in the 
history of civiluation mankind must liave realised tho btnefit 
of having some single artiih bj which to measure the rilue of 
other articles hndless eonCusiOQ wotill ensue it dilTeront 
people measured thi values of their commodities by different 
articles This common measoro of rallies is money 

(3) Monij also serves as the standard of deferred pay 
inenta \J1 eontraets wbieli art lo be fulfilled at some lutnro 
time are expressed m money values though they relate to goo Is 
If a mannfacturer purchases raw materials on a month 8 credit, 
hi will not return an equal quantity of raw materials at tho 
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'ipnomtui timt , tut Witt pny a ceHam Bum o( monoN Tlmi 
all future contracts are to te diseh3ij,p<t in nionty and hence 
It i> nctr««ary that the tiIuc of moncr shotihl remain stable, 
otherwi e great disturbanct* »>H be eansed in biisintf’cs 
\bsolutL BtabiUty in the \aine of tnoniv u an iiin'OS’ibditc, 
but the thanges nhould be confined to tht mininnim 

(4) 'tlonty al^o fones as a aton of valin Stjme i*eople 
thmh that an aticle which is storing salnc cannot b( senrmg 
as a medium oI cTchangi It is a wrong vkw becauspan orticle 
tannot act as a m(dmm of cxrhange anUss it retains its value 
and retention of value is storin^ silne This obj cfion viould 
bmit nioncv to what is actnalJs in cirmlation Hut as a loco 
motivL IS alocomotive even if »t i< ftinding money is nioney 
even if it IS Ivmg idle itt the viults of banks 

(5) Mom.'v apportions the proiiuct of an ininstry among 
the numerous irodneers and Ihmgs would not go on amoothlv 
m a stage of highly Bpeciahzed labour if money were mm 
existent and somecs were to be i ud for m bind 

(0) Ifonev enablts the total fatidaction derived from 
apendJDg It on different lommodities to be m inmnm for mdi 
Tiduals will sp«nd monev m such % wav that ntibty of each 
mut on the margin lOav alwavs be the same Intheabsenco 
of monev ont cannot make thi best use of his mians 

(7) It gives the desmd roobilitv to real r-apital There 
IS always a certain amount of capital which is actually or poten 
tiaih free to move to some more rcmonerative imploimcnt 
It can be possible if capital ism the most liqoid state t e , m the 
form of monev 

(S) It serves as a ba«i8 of the vast superstrnctore of 
modem credit On the strength of an adequate reserve of 
•capital m the form of montv, the structure of modem credit 
avBtem is raised Hanks afwavs keep a certain amount of 
•cash in their reserves to meet their demand babihtiis They 
are not allowed to issue notes beyond a certam amount without 
keeping cash reserves 

The last four may fw called the contingent functions of 
money which it has to perionn only id an advanced stage of 
economic organuation The first four may be called its 
essential services which money has to perform in all stages of 
economic life 

These being its services, we can Irime a suitable definition 
of money It is, of course, very difficult to frame a definition, 
■which win conform to the different uses and at the same time 
may be logical ^louey is commonly defined in three ways 

(1) It IS sometimes dc^enbed as including all media of 
exchange — gold, silver, paper, cheques, bank drafts, bdli of 
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oxcliangc iiid other negotiable secunties All of them afTect 
t'xchaage? and ill iiiort or lc?s obrnte the difficulties of barter 
But this definition is too inclnsive It includes eren the media 
of exehangt which arc not general circulating media and which 
have oven a verv narrow ana of circulation and are accepted 
because of tin fiet that recoorse con bo had to the issuer to 
recover pavnicnt if thc\ fail to pass eg, bills of exchange 
Those mstniiiKnts i\hi(h aro not gincrjliy acceptable should 
not bi called inoiicv ^fonej is included in the terra niediiiin of 
exclnnge but all nu dia of cTtJnnge do not come under monev 
The scope of the firm nudinm of tiolnuge is much luder than 
that of the term nionej 

(2) Vt the Ollier cxtnioe ls tin d«nnition wlueh ristncts 
the inianing of inom\ to commodiU money only ThosO 
who advoc it< this anew irgue tint an article serving as monej 
should liaic value indciKiidcnt of its nlue for monev use 
It should be m objict of direct utilitv then only it can mam 
tamvaliH and eau projHrh scru a< a measure of value Tbisis 
also a wrong luw btc uise an article to sent as monev must 
have aalue irrespective of the fait whether its value may bo 
due to itii ust as tuunc' or to its demand for uses other than 
those as monev If tin general nudn of eachangc of a country 
consist of mcemvertibk juiHr can that tountry be said to bt 
desoid of monev biiauM paper money has no demand except 
that it serves as meiiiev ' This elelmitioa mav be clear cut, 
but It 18 not m accorilanet with common usage 

(3) Between the»e two elefinitions is the new that money 
Jncludcs that mediiiin of exchange wlucli the law requires to bo 
accepted uneouditioniMv in discharge of debts This will 
-cover standanl monev and incouvertible paper money, if the 
latter is legal tender and if it can also measure value as it 
possesses value though it may be duo to its demand for mone 
tarv purposes only Like commoditv money, its acceptance 
■does not dejiend upon the credit of the issuer \ccording to 
this doflniCion convertible p-tper money wdi be eidiided from 
the category of mouev because tf it is refused when offered 
in settlement of a debt, the holder has recourse agamst the 
Issuer Tins definitiou seems to bo logical and m accordance 
•with usage The tenn monej may be dehned a» including 
that p irt of the meiiia of exchange which is generally accept 
able in full discharge of debts and other obligations and its 
passableness must not depend on the action of a third party 
who can bo called npon to redeem it m case its acceptance is 
Jtfused 
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Ccnruf^e 

Tiif «(jnl n-ftn t»* t'l jIn. of a jiwi of 

iu<talt(»u rM.l -i* noijrj »o l*jvt Jl* »nlu ari<< <!< n 
tsiiT kn iwii i1ir»Tilr «r tiUntinj «« an I ! n** 

n«M T) •• C'jri fnini til triMTantx * it< »*iz} t a" J { ti tif «» a”'! 
t|i‘ »i •I,*!* ttnjn‘“il ny'<»n 1J» •t.rf'U'i Jo kfiow 

lU »alt 

ft r« « nlr >« n nvtntlj thii th' art of i< fiuj hi* attifn- 
«<1 a (!■ il t)f jvrf'^ftnn aM I a\»-» IlUft' r«wnij Iit r »ii' 
tnji!«ion of frjij l« h\ no«i Htnw.h tf* i( 

t'lppn^ In fh** I '•♦t ih«r» hat** iH-t-n tan/m fttc < 

in tl • TftliJti j*i rf rolnip a* «« I«n4 tl now n Ifi* tirUiz*«t 
c'oiintnn (jf th wort I 

In till I-siimin? a pw-o* «l * »*n* pro « tj» n *-t if «mns 
at iinnoj «a* iruIutU *h3po0 Iik« a wmIj' ir »} fki Tli** 
f iT« iMtJ in »nt< mnti itnl ptrinont* m in'hJorn tinm an tt* 
Ti-j n '• TilatiTi it Tint hvt to l>* a*MTo«I nn I wpijlii 1 in nr 1 r 
to aotirtaln if nr Taint Tlx men I ant* ard trail* r* 
win ««**! 1 nratp iiii.‘t« a)»o at rnn ihrilnfMil ff«* 

pmrtif* of iljfJri- th*ir own tnitl* »ip»n *l»m nnl irt)I»4'jf> 
friidf tJifir tns t4 of a tlio I Man lanl of fin fio't TJii>‘* wfin 
hail t^tnUtiincf in tho irnrchantt and kmw thur marl onfi 
wojjhcil thi* Injfot and ttotk its a'andartl ftr emnteil 

In pntnitivo tmiot thoromt in «fimi n-vti*^ l*ororrtffi»t film t 
toitrtain artKht tthirh wort* titoil at moliinn of osclatu', 
for fiittantc, in Fffjpt pild coins Ixiro tnnll iinjjit of otoa 
and in rjiina of kniTct whipfi n-calMI fljo { rtTinnt mo of ottn 
in hcjpt and Inirit in Diina a* rnwhnm of nrhinsr*" Hut 
we cannot lar doan anc lani and fast nil with nr-inl to that 
brc-iii<( the nnalem coifiasi evium it not a rttuU of mvtnliotv 
tint of oiolution 

Comt le^an to I>" sfamiMnl by tl c atate {rradinllp and tho 
rniall Lein fhaiicd coin# «er»’ lo u*** in Tpypt and m ^^l^na 
abont 700 B P which fjorc pnm h tnarlt m the Mde and thi > 
arc proiiablj the Jatt Btajr before flic t no rjrenre «* a tne rt or 
less real com Coins then bejjin to be made round an 1 tilt and 
bore some stTnboIt on both aides ‘^och wert the Grc* k coin# 
in tht aciinth ccnluTj JlC Hat potsibiiitn « of abrasion and 
dithfinPatj* wtrt frrvat The modem mnntion of nulling the 
tdjjcs has been to check this dishonesty The rnwhinical 
teclmifine of the njodem coin leaveii lUtle to be detitetl 
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"Neirlv nil metnls lia^e been njcd as coins nt one time or 
another Iron copper lead tw gold platinum and others, 
nlone or m comlnintiou Inra been u<cd for this purpose The 
range of incomes and pnees fo a country determines the choice 
of the metal used ns a com The metal of a great ralue Mill 
be usetl for this purpo e if lucomes and prices arc high and of 
a low value if this an low In moilem times to meet the 
needs of all classes of n.o]lc coins of different nietali, are in 
■circulation 

We shall now consilir the requisites of a good system of 
coinage They an as follows — 

(1) \I1 coins of the same denomination and ralue must 
be rery accurate in composition ami wii ht Gold and silver 
coins can be durable onh if Ih \ lontun a cirtiin proportion 
of the bate metal That h why th i are mixed with alloy, 
but It 1 v(.r\ nice siry that th iropirtion of allo) and of 
money metal in all pit c» a *.1 oiill b tithame otherwase those 
containing a griatir proportion of allot than others would be 
IcftS raluable and wool I tan i great inconvenience Before the 
development of tho art of modem toiuagi these difbcoltns 
ot flinerencc in valiuh of difierent coins ot the same nominal 
value and of tlie sime inttal wtie virr great because of 
(liffertnt proportions of allov JO different coins 

(2) Coins of tl c same dcnommation should bo accurate 
in weight Tilts do not pas* by tale ertrywhere , but only 
aiithin tho political boiindanes o' the same country and ther 
pa«8 bv weight m diseharge of foreign obligations If being 
of the same denomination tlii> differ m weight, the heavier 
ones will be jiicked out for melting or wall be exj orted and this 
will deplete the currenc> of the ceiuntry 

(3) Convenience of *hapc size and weight is another 
requisite of good coiiiaf'c The 1 1 st eiiapc is that w hich re luces 
the posMbilitj of loss from if»c nod abrasion to the romimum 
Circular coins are geutranv the most convenient but octagonal 
and oblong coins also circulate Coins should be of such a 
sire that tl ey shoull not produce inconvenience in handbag 
They should bo o' a convenient size or weight The four anna 
pieces and two anna puces of silver in India were all circular 
and very small and ineonvenieat to be handled by the masses 
m the villages who easily lost them Therefore their sue and 
shape have been changed 

(41 It should be very diilicnlt to imitate a com m order 
to prevent countcrfoitmg bnt it is impossible to attam perfee 
tion m this Ime t-ven modern coinage can be mutated 

(o) Coins should be very durable and should bo hard 
enough to reduce lo«s by abrasion to the mmimum Their 
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n -pTomotfti 1 t i uuin;: rim aronn \ a coin eonic 
rvhnt aboie tfit fioo ?Q that tli Pom iinj rc»t on the nm ^htn 
placed gomcwhere, for ’"'hen tht a'loJe of the giirfnce wdl 
not TC^t, it will Io*< little in fimnn* an<‘ wti^ht 

(f) rosni*ah titv n anoth r <haraeifm*ie of a gowl 
coinage The dtrici ujon » com ghoall be smli thit people 
sliouM be enabled to know at » me th« r-ilnc and dtnoniination 
of the com Tkia derifi not V rtrv toinplis other 

wi"* It Will (bf«.*nt objMt 

To acfjnire nil tl • alxivf n«n*i»r«d cliaractcnstitg mann 
factnre ot coin* ta* in nil » nntrwn iKomt the eTClti*ive 
monojolr of tin etau Jia idontion bv tlu state ns its own 
bu ififs IS tin final stn^t iQ tin fiutor> of coinasre The 
government makes tom* with its own mark ami fixes the wci'^ht 
anl the atardard of fimms* of th* com It also Axes its 
valno and denoinnati n and ordtins that pcoph shall accept 
coins of a ci'tam value lo fotl dni U ifte of tlieir claim? 

Trolablv ccin8"e dnl ool onmoati with the state Bnt 
Tcrv early th< sta e took it in its hao Is so that now it is evetr 
where done hy g>vemnienn T)-«re arv ‘oond rea«ons for 
Icttinc It nmain as a stab nionop<»lv toms circu 

late among peoile who cannot venfv the aecnraov tf the 
rtevKO on them which « a sort of «-trtificat< of their wdght nnd 
flntn**? If It I* m pntatc hands dinci-s i3i>oD it max differ 
and Jt mar lead to (Ii>honi tv al o It u the state onlv xrhieb 
enn obviate the«e diffienHus and it is the one single authontr 
in which all tan haxe confidence It mav be said lint the 
s»a'e t-an grant the exclusive right of eomage to a pnratc 
moDopohit ,fint tjun tl e state wiJ| hart to control the monoiKilv 
and this is bonnd to entail fnctioo ‘fondly if coinage win> 
left in pnvatt hands ilishonesty andfmods would become com 
mon and rcore rampant The ebaraettr of competition tc-nds to 
sink to the Jexcl of the rno't oricropnlons competitor and thi* 
wiD jierhajs liold good more m ««e of coinage than of any 
other business TliC poor md the ignorant woold suffer most 
in tl at case Finally, coinage results in profits and m cfiuity 
thu b* longs to the public and sbonW not go to private 
infliTidnals or firms It may |>e said in aaxwer to thu that 
a jmvate monopohst issniu^ the com can be made to jiav & 
certain form of tax on the profits of coinage, bat that mil 
not be a good policy and besides, th^ govenunent cannot gel all 
that profit through a tax on it It u, therefore, nece««ary that 
coinage fbonld be the monopoly of the state 

Bullion may be converted into comage hv gowramenti 
for indmdna’s A person may take a certain onantity of gold 
or 8 Irer bnlhon and mav get it converted into coins in soch a- 
case coinage u called Jrte A free mint beeps the coma-’o 
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nj-lit It IS cleir thit if the state is prepared to pnrchise 
gold in nna qinntitv at the rate of f 3 17s lOJd per ounce, 
nobodv TTOuld <;el] gold forh«s thin that price and no outsider 
would offir ft higher price than this for if he did so, people 
■would sell gold to him at a profit anti he would soon lower the 
price ^lorcoTtr whr should he offir more tlnn this amount 
when he can gi t one ounct hr mellin^ down sorercigni 1 IMicn 
the state conairta gold or siln r balhon into coins on its own 
iccoiiat, coinage ,H said t> ht limitfd Ml token coins le, 
coins whoso red rahit is le a than their face value are made 
on state account bee uist l ht tort mmt nt makes j rofit on them 


The state nna not ch irge am thing from an individual who 
offers bullion to be court rttd info toms The coinage then is 
said to be nrutiiifoiis Tin gminnunt sometimes makes a 
charge equal to thi txptiit mcuiretl la manufacturing coins 
This clni^c la known as h t fogt It the dnrgc oveetds the 
cost incurrctl in manufacturing tomt it i» kuown as 
But tins latter term h a general t« rn ii«etl to denott the 
profits made by tiu sfatt from eomigt The state m ocartr 
ill the advanced countrts of tin world ciacts a charge for 
turning bulliun into com' but it tnt« to keip the charge equal 
to the cost inturrid in manufacturing co ns 


Pome people argin tint the stati should m all justice, 
recover the cost of manuficturing coins from the public The 
reasons art fir>tlv a }.oi«d toinigc svstem is a great con 
Toiuence and therefore the cost of loinage shonid be recovend 
by the government from the ustrs tK*coadlv if a charge is 
made for coinagt. coins art h «s hki Iv to he t sported m settle 
inent of foreign indebtidness bet uiae the iiporters will be 
credited only with the bulbon vdut of the coins and not with 
their fact value If coinaut i* grattutous jH-oplt will export 
coins in settlement of forcim obligations becau«i tbev will get 
credit to the full extent of the fate value of coins The export 
of coins depletes the cum nev an 1 is an evil rinalJv, the 
jewellers will not melt down coins to riconrert them into 
bullion because tbiv will not submit to the loss represented by 
the cost of coinage 


Others armic that coinage of the standard metal should 
be gratuitous Charges for coinage will vary at d^erenfc 
miute but the same quantitv of luvtal wdl be embodied m 
all coins Therefore some wnll bt more valnabit than others 
and with a charge the principal oioosnre of value 'wiU not be 
perfect Secondly, it is argued that if coinaOT is gratuitous, 
It will adjust itself more rapidly and t?aailv to changes in prices 
than If It u, not gratuitous It » abo arguM that the use of 
coinaf'c m a foreign conntia is beneficial for the trade and com 
mtret of the home country It serses as a sort of advertising 
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Till? implad ?onio renmmmtion to the Bank for its trouble 
anil some compensation to the srorernment for interest on 
capital mrested in the mmt This mti? also a further adnn 
taje inasmuch a? it prerented oacri-sue of coina^ because 
the cold lay in the vault? of the Bank Hntoiiad tilt coma 't was 
reeiurred * 


* Ml this iras change i the Ool 1 St?o<1nrri \ct of 1112? accord 
it’s to wlncli ni tes Itpciimp full legal tenUer an 1 1) p 1 older could 
n t get tlienj converted jiitogol i ecus for domestic purposes Every 
hoi let of pouo 1 note* could demand gold bullion In evcl an-’c for 

K uni notes lut only in II «• form of bars ront'umcg npproxmiatcJv 
ir liundre 1 ounces trov of fine gidd Tlic «n\ siHjueut ^cls ol 11*23 
onl 1931 introduced further cl«Dge? enl h\ fl c latter 4tt Eonlani 
went off the gold standard 
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Currency and Principles of Its Circulation 

1 The «orel (orroiHT nfer« to tho «? articles wjurlt are tile's 
current meein of etthanKe in i tountrr and are comn onlr 
ict'i)*c-<l in diecharJte of obli^ttions Ninie articles a*'! as 
nil liiim of « icli iii_f and ja- c cn fr«im hand to hand without 
rihrcfiie to arir c*i iract* n»tn pxtept their ^n»^ablone«^ 
i«ti)t them in not breiiise thtv hnow that 

th<\ I in hare riHour^t to IIk ir i>-<U(r in tin iarntiialit> nf their 
nr-n acif ptance 1»% otlurs to «h m ther are offered m pajnwn*, 
but l>fH3ti < Ih'j biluci that oilers will accept them in par 
mr nl ji!«t a^ tli< ^ them* Irej bait done Tht«t articles const i 
tnte the ciirrsiKs 1 The\ latiuti'- mitalhc nioner both stan 
dard an I tnk»n /oiH'' e«nt«rtih'< and inconrcrtiblc paiier 
nionej' and dijont e«ftinai«s Hut tlirc an oMur articles 
ai*o U'«d in ifTtc'inc eaebunjes siliuh lo not have a ciniral 
cinihtion Th<r ah ateiptabh inofe nr hi«« on a narrow* 
area and 'urrrnt primanJv Ixiano of »ht cndif of tht 
i*«iiir ani ih not enrrems '»iMh articli* arc bills of 
<xclanc< liiinlis claques |•romts*on notes ani otlar 
comnifrcial pap-r an I nc^titbU eeeuntus'J 

Thus till lurTsfies <f a tountrr is not cimph but rerj ' 
romplicjlisl and h< temji neons U« imd m fiearlv all 
oribretl coiintnu coins of diffirrnt nntals and of diflennt, 
dtftofninations circolaunj alone with j'jfnr monc> and cmlit 
j»afe f < f pnf »le an I pul lie Ik>.|ic s 

Tin fnndanitnlAl obj>«t of tht mrrencr orrmiiatinn 
‘of tt «<)nnfrT is to jmiide sarions kinds of circnlaune mcslia 
to stilt all kinds of transactions and pasinenls requircl for such 
tn»r»aetifins Tlie <nmii‘> sireanuasion innst fcxible 
*an J aiitotmticalh adjnstalb to theranous nosis of the people 
'Njfu jM-oph hast to irake lirce fssiienta and otb'rsHTiall 
On fl e oil land puimuts mn ini<» thoM»anls ami mdlmns 
of rtipta-s at d « ilheoihir the jtoor hart small parments to 
make Tars in ' (ruin a fsss Sima* to a feat rtiiMas fh' erirrcncj 
•yitem mast be so oryinixM aa to meet all snch m^sls Tlte 
enrrmc)- reqoirt rumt* dif r acconliot: to Ihe staje of economic 
aiil in Ills trial d, relopment naibes! by a connirr an 1 accon! 
ln» (o the quatiljty it Its natiotia! duttriid \Mien ^KaipW 
are nrh an I prr eapila stealth Is bish a« in f.nat llnijin 
larc* qjantilir* cf /pH fepal ticsbr murev still bs rcquih 1 
otler*is<* the jabhc stfll feel ffreat inetmsi niriec in I and'jcs 
CTHTs if a Jo* deniRioation \ country like Indii *itb a 
smaller a-x-r/rite irodi.eitn and »Hli a low per cop'k* ujcsKnij 
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will require 1 1 irgi r qii mht^ of toktn nionej Iti India where 
liinkin" facilities art nu ijin and con cqiienti) hinking Jnhit is 
lilth (l(velo}M(l lir^i quintitu* of iiiefalhc moner irill 1>o 
neiMird , but in Fiijilmil or Vnnnei when iieople are iiswl to 
cndit instniincnts of all kmls hss of inetalhc monej mil he 
requirtil for intirnul uniililnu Thus the orpanizition of 
tiimnoi will ha\t to Im <lifftT>nr in •lifl* rent countm s and its 
amount will bo ?an;«K dit<miin<d uilh jnrticulir n ference 
to the nuds aid hihits of tin p opli Tht bo«t medium of| 
cxr1nn"e is one whu'i proaiUs in frmiints of exchange of 1 
different kinds and dinominiii n> to suit diffinnt scalc'i of 
piMiicnt The cm 111 itin" I udumi of m *st loimtnes included 
metallic moiie\, pa}** r 11 m* v in' i inoiis cadit instru 
ments 

The metallic mnm \ in* hi h 1 in 1 ir I or principal nionej’ 

avhieh is nsualls toM or sih r Tli* «iiii lird moms is that 

in reference to wJuih tin \ ihi*- if iH “ih r commo litn s are 
detimiineil It mu or mu in' I in • in illation In the 
United ''lafis of \iiun(i tl •.iimiirl u fin qoM dollar 
which Is nine ti nth' fun Init «lii li 1 11 hsiiuI Jho chant 

tens'Ks of standinl moms ir hr ilv its hullion op real 

Table 11 equal to its fa* or noiiiniil i ilu hut tlut mas not 
bo «o m cvcr\ conntn In linlii f nut nice the rupee 
whose nomifiAl or f i< e % ilm is cr* »n r i h ui its intrinsic value 
IS tlu stand ml mom v >**iiidh it u »\* r\i\h«n* lUdircil to 
b*' Icjral tender tin olTir of winch is 'Hflaient to disciiorsti 
obli^tations A Itgul t.mhr Iiw prcsinf* imccrtauity m con 
tracts and sarts weak imlitors from bnuj imposed upon with 
«punoii8 numei Ifdoisnot li«w«ur compel people to dis 
charA' their ohhffations In otlnr niems of piyinent Tiny cm 
duchanre their obhffitions through slnques, bank drafts, 
etc, provided creditoiv an willing toacupt them in settle 
meat of their cHinu t)nc* autpted thev constitute ft 
snfticunt discharge of tlmr obli^'ations iinkss thej arc linally 
dishonoured on due pnsiiitnnnt Iinallr no ccutml institu 
tion H hound to rodicni or convert the slaiidanl money into 
fionit other kind of nionev Uonvcrfible pap* r js not standard 
money, because the issuer tin bank or the state is bound to 
Convert it in gold or silver com if tbc holder so bkts 

"Metnllic monev also includes subsidiarv toms a\hich aro 
gcnenllr of a clilTerent metal from the slandartl one They 
arc sub ninltipUs of the standard money and are usiiallv made 
of silver and copper nie smallest denoinmaltons are some 
times called minor coins The subsidiarv monej is limited 
to payments of certain lunoants In the USA, half and 
quarter dollars and dunes aro legal tender only to the extent 
of ten dollars and the five cent piece and the copper cent servo 
^8 legal tender for twenty five cents In England silver 13 
i 
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le/il ffnfit-r for 10 shilbn<K giriilarlr m India oi?ht inna, 
ffor anna an I tww anna l«ts i’t I^al tfndironlr to a limited 
< it* nr but till rupee n tbc legal 1< nfler lor all amounts 

\ tib‘i iiarv f«in i« U'Oally though not alwa>s a lol'en 
(. un win e nominal \a?ne h greater thin it« reil or jntnptie 
Tdlae Token eoin? raav lx* ilffintil in a prelinunarr manner 
as loni- till n< iiiinal rahe of which as rnoniy H acowtdlr 
"Te-iter than thijr \altn as metal <%<*• if the lOst of coinage 
i’ take I into ufount JThe object of token inoner 1p 
afTo'il couveiiH iiri to jieople In mating Small xiajments an I it 
jro\id » f Jii mi‘» in the u^t of pncions meta’j Tl«re is no 
fre« mint fjr token coins Toe oosemment ntain* the com 
of t( ki n moncT m its own hands and nolioih can get silrer 
or aiij o her m tal minted into tol en corns hr the gosemment 
In Ln^Ian I in the reifTi o' James I the soh nglit token coia-S 
was grant* 1 to a jmrale mdiri liial with tIt'3«trons con«< fiupnces 
>o that later on the goscmtcent had to take upon itself the 
dut^ of preparing ««ch coins The enri-mtnent aUo make^ 
a tonoderabh rcrenae bv manafaettiring the e coins Tlie^ 
goreremeat in thi< n'spect tneurs a smous rcsnon'i&ihtv be 
can t hc% wdl ikprcxute m raiue if * so***! m excL»s of tlie 
n ipimcnents oi the ^voo^lt aed ao inst fcicrtt «afplr «f them 
will can»e a gnat loeonumente and lo s to erery one s»Lo 
wants change for tf e standan’ com or enrri dct nr les Token 
coins circnlate at their face raloe because of the limitation ol 
tbeir eo^nlT to the moner work tfie^ are eipct’efl to xxrfortn 
Vime people that token coins cirtnhte at their face 

Taloe hecaase thej are legal tender onh to a limited extent , 
but tlis argnnient is altogether irreleran* Tiie mpee m onr 
coantry circulates at its nominal saluc even thoush it is on 
limite<l legal tender The chief_reason then for the circulation 
of the token co io^ a t tliiir'Iies. vaToe is iheTTnutatioa of tbcir 

'HHte “ 

The fandaniental cau'e for the circnlation of xnonevl 
whether it mas bo standard mooev or suboidiarj money is 
the belief o' the n-cciver that otherv ui turn wall accept it frorul 
him m se tleruent of their claim* Tlie ar^s of circujaf.ionl 
depends upon the nature* of tbe eonfidence which mdncssX 
accfptabiht) and it may rarv from a rerv small gronp to a rerv \ 
large one It u this eoaddence which ls the underlnn? cau’o ] 
of tie aceeptabibts of the ranoos iD**dia of exchange 

Ihfijxaaaax-ftirJhis eonCidene^ are Jour in number One 
i^t**e pg*-sistente of socianisibP“ wLicJi is flic, pomarv cau-*© 
re*poDsilire~T5r-th?' CfrcuIalKin of comaioJifT mone} Com 
moditr money Jito gold or nlrcr is more widely circulated 


Mchobon, “Jlt^ , Part 1 rhapter 1\, p 45 
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tl nn an\ otIi<.r Jvtnd bco'»H''e its value arises from its u«e for 
jiurpon s of 'irt m iKlilitim to its nse as mono llus vilui 
<ontinues so Inn^ ns tl« ritimnd for the eommoilits m qiies 
tion (ontuiiics I i-oj h n«t|>t it in piyiiient liwitisp tlitv 
Vnow tint t! < desire for it is nrmimnl md tint in future 
nho flu piibln will lu it it owin' to force of so<nl Iiabit 
Hut if a lar^t mi' sml b n uj i h «f ^ol 1 wen to eomt throii^li 
some new di'tonrs or m\«ntion in its { roilui.lim or nnniific 
lure, Its ilf'in will sii«l«l iih fall lu 1 i*o««ihl> it iinj not 
rtnuin is snlmbb is it « w It has raliir bccmse it h m 
general ilrni ind and it i* m I in in 1 Ikt iiise its supply h i ( rj 
small I’cople, th nfon liml In f l!i it its \ due will continue 
because they liasi bitn i t tsti iiu-<l to it for lou" 

T he sicot id eiiisi »f tins onlid ii « is tin oufliority of 
fill goTTnimetif \\i l.ti'*w tl n n t <nli gold aiul filter 
wlnciniaTnnrTndipind.ai t du f rpirios « of art biitpapir 
inorej also wliieh b i> i dm i ids b' r i m of its ii e as moner, 
IS tn cirtuhtion Its in i of i in iihin n i< of course ronfined 
onlv to tlie lohtical Ixamdiru' «f i < mntry It cireuhtia 
becjufo tucplo litM futh in th.ir „ it rnnnnf TIuj know 
that the govcnuiKiit itsilf will ns«it« n in taxes and still 
fll«» redeem it in stan 1 ir<l « ( lu on pr < in me it Jsx ll si, ji coct 
j>iac*,wc find Ui it inmi«or\ iioiis c f jinruti iiidiriduwaiKl 
cofporilTons nbo cinulitc lliousb m • mrrowtr area It u 
Iiecausc of the fact that ib* rmiurbili tis that the issuer 
will ttdeem till a'tulo or pit b^d tinbr monty for it on 
prcscntini III for ijjmtiit on the du* dati of initaritt The 
cause of oireiilatioii lun is cointac’tid credit 


\ fourth reason for tlii> unlilemc inn hi the eiisteDCc. 
of an agroonicnt amoii' i e.rf iiii ^nmp of indiruluds to accept 
the article in qtnstion in fittbimnl i f obh^aitioii^ Ihircja, 
probiblt no historic d iHustrition on til punt t hough some 
■wTitirshaic trared tin origin of mom j loH" ixialtncc of such 
an aTtameut If intcriiationd bimitillim is ivcr brought 
onto pr-’Ctito, we shall Im. a remote sort of analo-T 

Inch of thcfi fuses iiromotes the circulation cf a 
difrmntkuidofmonct ^ long is anv one of tlum is j resent, 
the article for winch » cleiiianil u caused will net as a meilium 
ofcTthange Uut as notcal atove 

circulation of ant kind of money is the fact ^ 
the receiver believes that others m turn will >1 

him Although an article maj gcuerallv circulate as n onev 
owing to eomt n a«on or other, different portion- of it mav have 
different degnes of aceeptabilitv This ^ J ‘‘ 

consideratiou of what is eommonlv known ® 

law The law u incomHitlr associal^t^ fbo^nnie_t>f_ST 
Xhomai3lH3haHinAlic founder of fht 

hinancial Adusor to (?uecn l.lizal»i.th_Jli was^aowa lon^ 
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Iji/crf nrp'’iariia timp alt'onji iM*rlinr« lie ^a* llie first to 
formnlatt it wk ntificalK 

^iSnellj stated tJit Law n that ba«!mon<v drire* "wd moncf 
onr of cirriilation , whfln Rowl nioucy rannot dnr* out bad 
moner) It lia? tlire« forms lirslh when in a enuntrj cons 
of tJic Fame n ttal hut of difTeniijr «« Ijjlit and fineness circnlatc 
together at t?ic same nomm‘'l » ilue fh« Inferior foms have a 
tcndcnca to drive the fstiiKncr or the etron;: coins on* of 
circulating— f oins an u*df«.r hff* rent I'lirposes Thev pass 
fron hand to lianl as tnmni riicdii of i irhar^c Tliej 
ore ^ i' hullion aNo and if pavmcnis arc to li made to 

fun « rfditom tho will ac e] l ifol 1 or sdnr hoHion or colas 
also It L' ill ir that fur Rtiih |oirposi s full wii^ht coins will 
I* more 1 iltiaM' than h^ht wci’ht ones fromth* point of suw 
of the «l« htor« who mil j.»i cndit onis to the exten* of the 
hullion s lint of th' ««iii< NaturalK rochI coins will be 
exported in di««har«* ol forti.ni obbiaiiors Fven if coins are 
to be rreltcd f tr nmamenti tin full weiclit com* will be nic>rT 
valuable a* bullion than bsht w«i.bt coins People aI»o boircl 
coins to 1 iT-catcr or les«er cxtco* m evers conntrr nod new 
coin* arc ircfcm i to oil an 1 slipiod ones for this purpose 
iN > I cr t rdm iry pavimnt* tli< infenor one* will be a* good 
as the Ku^HTioT emus Uentt luht wifisbi or intenisr rnins. 
mil nmun m circulation and full wMg’it com* will cither 
be exported or nidtc 1 for arts or boardM 

\ \ >et( nd form of the I aw js when toms of two different 
tnetftls *aj gold and silver circulate sido b> side as fall legal 
tende r at a < » rt iin rate of exchange fixe d by law The market 
salue of ojK roetat in terms of the other may l»e different from 
tip h/allv fixed value !n such a C3«e the tendener wall be 
for the toms with a smaller market valne as bnihon to drive 
out or circulation the corns with s higher value as biiUioift 
\n illuatration from F'ng'ish history snll make the point clear 
In Pngland in I iward Is rcigo gold coins constantly dis 
appeared from circulation as «oon as they were issued through 
being underratcel Tm 1 gal ratio a* which gold Ponns and 
wlrer shillirgs circ alated was 1 6, i flonos were proclainicKl 
cniTcnt at six silver shilliogs , but m the market one flonn 
was worth seven shilling* Bv melting a gold flona into bid 
bon *e.Tcn shillings conld be reabzed while as fionn, it conld 
satisfy a debt of only an sbilbogs People therefore, paid 
their debts in silver and hoarded, melted or exported gold 
/ ^ third form of the same pnneiple is when inconvertible 
paper raonev circulates aide by aide snth standard metallic 
money and both are declared as tmlimited legal tender, the 
fetU vafae coins for the same reason snff be clnvea oof of circa 
lation bv paper monej t 
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At first sight the statement tint bad raonev tirives good 
monev out of cireulation sounds paradoxical Ordinarilj- 
pcnple acting m self interest prefer to keep wliat is good and 
reject svhat is had In case of money they seem to keep the 
bad and reject the good This paradox is solved when ^\e 
remember that the owner of monev is a seller who sells the 
better goods because they can fitcli linn more in that waj 
wlulo he keeps the inferior moniv fjr jiurposes of pajnnent 
The object for which the bad monev i used is to make pay 
ments and to effect exchanges an 1 so long as this monev is 
accepted by the creditor or tin pivet the paver does not 
care more It is m the l>e t intere ts of (be debtor to pay m 
the worst coins that he ein obtain aul pass them on in dis 
charge of obhgations 

This principle has two limitations (o) U a certain tune 
every country requires a cirtain qmiititv of monej to meet 
the needs of her trade commine md indiistrv It the good 
and the bad coins together art only in sui h a qinntity that thej 
can barely meet such oe<ds th<v will eireuhte together If 
the demand is not large toongh to use ill of them thi bcttir 
coins will be withhold from circuhtion to the extent that the 
two together exceed the needs o* theeoiintry In otherwords, 
if the demand for them is so great tint ill of both kinds 
of coini will be required the valui of tlie infinor coins 
irill nso to cqoahtv with the bullion vibie of the better or 
full weight coins It can never risi more thau this beoiuse 
the lieiner coins will oot be (il en antwhen for more than 
Iheir bullion value But if the pureh-ising power of monev 
will rise still further, foreign toms or bullion from out'^ido 
will be imported and a nst in thi value of the mfvrior r*uns 
above the bullion value of the full wtight coins cinnot be 
expel ted 


(6) k second qualification is that the force of custom 
or habit inav iroiiedc the opemdon of the biw Coins pass 
from hand to hand by tail ind ordmirilv people iceiistomeu to 
the use of a particular kind of tom go on using it 
it miv hivt deteriorated in weight and Queue's This dete 
ration i* not marked till it becomes appreciablj great and ev ep 
civihrcd government now mikes amngements lor the wiui 
drawal of bad coins witbm a certain period of tinii inetc 
(ore till then ccneinll) Hie bail anil the gooil iMnii citcitote 
tojether It the peojile ol a country arc beiit nroimot a W* 
me the inltnor coins they cannot circulate aeaiiist im'mo 
opiiuon The history o( California dnrm? the American Ciiil 
I'ar proTiiIes an apt illustrition of the mheence of 00 ' o 
an Oh's, nek the opirnt.on of the Imir The eocernment of 

Hie ITS y irsiiea mconcertible paper money » Inch circuHtcil 
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>ri tint coiintrj t^^rvwhc^^• , bnt 11 m* inliabit'intsi of Califonii'V 
*I|(1 Dot usp tin (irienhicli'j ls^ae<l bv tho /’irprnnipnl 

On«han»8 Irm is stitpl in a smcnl form lik« this 
n a loinmimitv in ttliith compttiUon h frco aril 
iDtplli/cnt Ins a ciimce of means of pajinent, if will ii i tht 
If’ist isperisivp wluoh wil! servo its ptiri»o»o undor existing 
circiunsi inrts <jr in a communitj m wliirh competition k 
fixe "ind mullumt then. Is a constant effort to perform everj 
economic «cmn. by the a/cnev winch vields tho hrfecst net 
results 
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S5rstems of Currency The Gold Standard 


CunRFNCT 8yst( ms mar b« broadly diruled into two cate 
Ivories — metallic cnnenc\ ami piper currincy The circula 
tion of metallic cnrrencr in i coantu depends upon the ranse 
of incomes and and the dtT«lopinent of the art of com 

age In CQinparativelj imdistJoiKd socictns corns arc crudely 
fashioned and pa«s bj wuphtaudnot bs tile The latter form 
could be pos'^ible onlj wbeii the art of loinage was perfect 
cd A single metal would strit •'» ciimnti onlr m a com 
mumty wlierc people ha\e Kot o’" uniform incomes 
and their tastes and fashions an aUo snmlar so that the 
amounts that thtr spend on diffinnt commodities art fairir 
pniform In a modem cnilizt I tonitimmti based as it is 
on glaring incqualitns of imoiuts from work and proptrtv 
both, one mctU cannot seiae is iiiomi To suit diffcrtnt 
scales of incomes and prices diiTtronf nictils will be used for 
purposes of coinage 

JcTons mentions five x*ossilde 'systems of metallic eurreney 
One of theni is ciirrcueif irnght \ccordniff to tlio sjstem 
tbi govemment provnies weights and mtasnris and jieoplo u«e 
them in weighing or meJ«Mring tlw mt tal usi d as nione' 

18 the oldest method of making pavments l)> mtan« of metillic 
money llith the derelopnnnt in tlu art of coinage, thw 
srstem has ocisod to opiratt m modem cisihzid conntnes 

A second systtm i* unrnl>tflf<( carmicy I'l titc 
According to this system the mcHl is madt into puces Jiaving 
uniform wtigbt and fimm-s md ^»le^ art stampiil to indicate 
tluir aaliie On the stnngtli of tins certUuation, the coins 
pass as the current media of t ichangi 


A third IS the giiigle legal leader tgtinn imdcr which ordy 
®ne ton.moditv is comwl into money and that is m e 
«nlmnt«.d le^al tender for all amounts The iron moiuy oi 
Sparta is an illustration on tbi l>omt But this si®*"” 
suitabh only inascry simple ctononuc life when mcoiuesana 
prues art mort. or less uniform 

A fourth one is the invlUple legal Under ggstem aci"rdmg 
to which corns are made of two metals say, gold , 

»ud they cirtidite at Icgallr toed ratio and both are dfc'wa 
Unhnnted hgal tender for all amouota iJunctalhmi is an 
i^iamplc of this system of currencr 

I mallr, there is the eompoiile l^^l tender 
'ug to which corns of onU one metal arc made legal tender lor 
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cold nro tlic f*inio T‘k vrcieli^ and finoncca ot tlio coins arc 
defined and iniboeU cm tiU iny amount of {.old bnllion and 
can cot it cointd cratiiitoash or at a strv sitnll charge 

i Hurd nqmsite of toll stindird m tint paper cnmncj 
of t! 0 ronntrv tliotil I lie n bamibk in i.ol 1 coins uitliunt any 
restriction and mtliont am I imt as to amount ' This is ncccs 
sary to safe Hu d»''ir« I clisticita to tin cnrrrncv If peijlo 
knoicHiat tins tan pi t i»olcl toms in < tcfianct for piper moms 
on prr'intinint this n. not lik<l\ to pre int larpi amounts 
of paper moms for rtdemp ion and Hint pold can I e asailabk 
for bmidinc re^ rr s on tin sir(nc.th of whith crctlit structure 
tan be built 

It IS clear that iiri Icr the ^<11 stand ird then is an ailo 
inatie dcsiio for the (\|aiision aud coninetion of enrrenej' 
If there is anj siiptrdmts of «oin« » can Ih removid In melt 
ins them Owin? to th« fact tiat then is a fn« and open 
market for gol I its imlttanl aud inward flow is imchcckcil 
Forcicn OTchaiiffts an I tl c dmtiialums m the rafts of eachanpo 
bctwetnjroidstandarilcouutrnsnn confimd onlj to the specie 
points They cannot go iKsond them beciust then gold 
anil lit gin to How out or flow in as Hicca«e mav be 

rasmtnts m fonijrn tnk art gtnerolly made through 
bills of csehangc TIU' imaliamsm of payment m foreign 
trade through lulls of isobmge mar be called Hu fortign 
CYChanges liOt us suppose that an etporter in \meriev 
lias sold goods to nn imiHirtir in Tngland and tha^ 
another person in rnglatul has sold goods to a certain person 
in kmcnea In this cast the \mcritan exporter 1ms to receive 
mono) from tin Lnglish nn|H)rt«r and tho fnghsh exporter 
from Iht \mcrican importer I tt us al«o supjmso that Ixith 
transactions are for £ 1 000 I or simplicity wt can supimse that 
till American exporter will sell hi> bill of exchange drawn 
upon till Fnglisli irniKirtcr to tho Vniencan importer who will 
send It (o Jus Lngluih creditor W hat amount will the Amencan 
importer pay to the \mencan exporter * One thousand 
British seven igns loiitam «» much pure gold as -1 SPf dollars 
\Mien a bill of exchange for tlOOO is soil for 
dollars the exchange is at par or m other words, exchange is 
said to bo at par when the com of one coimtry exactlr selU 
for Its siwcie equivalent of another country In the particular 
case exchange will be at par and the American importer will 
jav I, SCO dollars to the \mencaa exporter 


s nesleonnbdity in gold coins did not remain the essential 
nffrll le of poll sfnndsrJ m He Oth century Paper notes werx 
f~neraUy niaile redeen at !» in gold buU on 
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In iciml I pij**)*!* ml inj**'rf* of ® loun'rr tn 

inlfr'j inii'Jif «omtrj ihi n»»i «sa<*tlv HJjfir* Vn^nr^n 
< *1 rf ‘ f( f n.f jnff ma^ «xrw«l *> r fre j-nft* tnirn that (f untrv 
\tii ri in)> »il! l-nw I j!h »f twhm.r- «n th< ir I np!i*I* 
f f 1 it,r 1 i.iiifjt Ihm ll>*- \n'»ri<“in Irri"ifl< ri will fur 
T'li «trwriir<in \m»n "a wri'l r im n bill* f» r » il" 
tl- II M imjxri'ri n^nlnf fft’anji will rol 

ri ti un j* I jr ir 1 Jji» nnix rttH * iH « ^rr lf*t f< r tJ ‘ M'!* o' 

♦ T<1 i i Ilia! tl.ir \i!u- lut ll»or» will U’ -x ornlit 

|rt ( I lx I lu «t| ii til \m'n''‘a «tiK>rt«r« will not •<•1' f'l' 

i ill < ' T I It I' t|jr I'lportrrt nf’i'f N tow tjnxt ["’Int 

M »i- rt r» V) ! « n I ft r *«ti nlyn* it }.t 1 1 b iHioi fri in 

l-i i I 4 1 i ^ t it<n nihttfit-.! i it« t!>tbw 111 \mt n 1 MI 
"I II n -ni .<.11 . iM*v inil tiiKiiw 7li» I'.fil . tpcfi. of 
’ t lr_ »pri friim I n^ian I t« Xnirrio i» ^onirwlion flt^mt 
<1 I ilf <f on I'r r.nt It »>on >i 21 fcr «%itt 

1 •• itollar* Tl < \fnrn«an wt|K>rl t wiiJ not »»11 li* bill 
oftnl Tffi o' f I 000 for !• *4 ihm 1 •‘1*1 tjnllir* Of • “I'llolbr* 
pr poinil If It*' unj-'fir* o^tr I tbaii thi* it wi't Ih 
ft mini 'ninr for tin to »tn f for coMbollmn ^'litn 

f»ih i"H ixrhan?' i* it tlm i-»int U^in* to tojir 1 1 an*l 

till* jt nllt.l tbi »pTl< iiniiortir^ point fftm fin point of \l w 
of \i(i*ntn In'trt'cM oonlitiout fxportin 1 ilM will >p 1I 
at a tli'ooun? 

In tlH opiiotilo tinun«latir»i, nfon tlir \riipn(an ixport* 
1<> Fn/Unl inii Ito !<»» Ihm htr froni tlio iiUir 

powntn, f|jo iniporiift will Inx* to punha** inort I tlU tliafi 
tti« iXporttrn will <ifT<r ( nnxttiut nth tlnrwillJv li^parul 
topiv {^"‘Mlollai* forritiT lull of csHianjo of the fJ*. ' ilui 
of £ l <HMj T1)0 ( SPlnnsc wnll Ik I h<' dollars to tl « pound of 
it will bo jilidtoj irnnd tliK ti (allol tht rjKt le-t xportme joint 
TLr itoj.oftt'ri will not pay mort fnrintli nlttmaliri th>*»«nd 
in? of rjMT't will txione inoro f it.'itabk T’hm b* twit n ts.<0 
;rol(l u«jn?t<inninoi tli< ratoof mlnn^p will Lt* I. t«tt n tin <c! 
two fjvtio points If It fflllj bt low III! sjwcit imiiorllo? jjointt | 
poM wtfi How (n and its valiit wiH fall m America Tjui wiIlS 
Irul to u n o lo jricTS an 1 iinjwirts will be stiiniP itnl an 1 ' 
tli‘ pxc!ian;( rate will hait aton'bnf} tn n*c Tl cs foni?n 
txchaiiecs uodtr tlic ptll ataiHlard ndja«t anto 

matuaily and tJie diicrpcnr* it louflnwl to tlio two snccic ' 
points 

These Wife tlo fcatuns of the peild stand irel which wa* 
prcrailin? m all (ountnis twpi CJuna and Indu iMforr Ihei 
war and wluch was restored id Um po<t war junod with *lJ"lit 
Tnodihcations It was pr>eailin? in bnjland sine*. 1717, 
tPoosh dermittlj adopted then* in loJf OnpinallT, the 
Ln^IiAh cnrrenci like flat of other eounfriea was on a silver 
basis and until thi beptutin; of the Ijitli century the balk of 
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lier coma"( of sjUpf, lint golil al<o Ind liten circulafins 
at varying: ntcs m nlijion to wlTor 

In 1(»3 tilt gumia w\s coin<vl to circuhtc at 2(i 
shillinps But tin 8ihtr c«mnc\ mus in a dpprcciited state 
and tlip i\ei"Iit of tlie «d\( r shilling w is niiicli helovf tint 11 Inch 
'nasfix<db\ law (on^njiicntlT tluTihn of tin pninea m ti mis 
of sliillinits was nsm_ virv miwh and pioplp did not jnrt with 
{TuniPis for k ss tli in tlurt\ shillinss | < r /rnitiea In li yo silnr 
was rnomid at a cost of f J 700 000 and tin priic of jminens 
wont doWTi to JJ shdlm^s but as new coins of silver wtn 
bnmslit into eimiHtiou tbe\ npidh di appcind {,oIJ 
Ih mg' OK r mtid M IS drum^ ailnr out < f < ircnlation It was 
bicausi tin pnci of the frnim a \\ is ll\c J at 22 skillings wink 
the market Milm of giiineas in tinns of skillings « is lt<» Tlnrc 
fon sitvi r was mon \ ihnkic is hntlinu tlnn as com Gold 
at tins ratio was ovi r ra»«d and siher wi nt out of cimilation 
In 1717 ^ir Isiat Ncwlon Ining asked to girt Ins a Jvico 
jssvud Ins n port in winch he iMiieit d out that the ritjo lidwcin 
gold and siher in othir coiiinri«« di I not ixrud I'i I and 
accordmsto tins ratio tin gmin 1 won! I toiinnand «0 glnllmgs 
and 2)1 pones in eiUor In Inghnl it was cvclianged for 21 
skillmgs and 0 {wncs U was protltabte for tin sc countries to 
Sind k^ld to rnglaiid and bin walk it silver He therefore, 
TPeommende I ar duct ion of l-d from ih 1 ilin 0 ' tlu guinea m 
shillings bntthHialii wastobc ndurcal gradnallv iccordmg 
toeonTcnicnci and c xpe ru net lie nHonmnndi d an immediate 
nduction of r / so that tin sjIhc « f the guinc a would be 2ls 111 
silver and that would diminish the inceDtiM to melt down sihcr 
loms But this was to he the imlmnnary ste p onlv and further 
roeliiction W!is also to take jlaie 

riie gosemnicnt utCtpfeHl (he reeonmicndation anel fixed 
the legil ratio of tlu guinea at 2I» but tamest out no further 
niluction even though that was metssarr Inirn 1717 to 
181( gold and silver bj emtom we ro legal te niler to anj amount 
and there, was free coinage of both at a fixed legal ratio Thus 
Tirtuilly the chanetenstiis were of a complete bimetallic 
gjstem But m actual prattict no ont bro«„ht silver to the, 
mint to get It coined iKcaiist irs bullion worth was more than 
Its niomy worth It was mor* prolitablo for an Fn„lishmnn 
to bnj gjkl on the continent uneX produce it to the mint in 
3 ngland In Furope thegokX that w is to be containedmagnme.a 
conll be purchased for 20 shillings anel 8 pome onh whereas 
in England if ft man took, silver to tht mint nnd rteinel com, 

It would take 21 silver shillings to purchase as much os a 
gold guinea at (he ratio fixed at Ian 

Tlicroforo the circulation of silver coins hi'camo less ns they 
wore melted and tht difiicultj increased to such an extent that 
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The Gold Standard — {CotUd) 

Caxtses 01' Its AnomoN 

A A MOMTVKA ayatcm is to he judffpd by the stability of 

jilts purchasing power in tenns of commodltiLS It is verv 

•Inecc'iaarj for a good monetary sjattm that its value as 
ninsiind in terms of commodiCns or, in other words its 
purchasine power should remain stable oicr Jong periods of 
time Tlie history of the Lvolntion of mone\ shows that 
throughout all ages in the seleetiun of different commodities 
to 8er\e aa monej at \anows time^ socKt> has selected those 
articles to perform the functions of money whose vilne has 
remained more steady ovtr long periods than the value of 
other articles Aa a better article was found from this joint 
of view, it sened as mouev There art many articles which 
perform much letttr than goll an I «iher one single function 
of money but they have all bteii gradiialh discarded in 
fivour of gold bcemisc it is gold which j erforms oil these 
functions together in a much better war tlnn is done by any 
other prtcious metal Ue liv« m a society based upon 
monej economj The progress of our societv depends 
iip3n a'Tjood^ystem of money and the ^JSt superstructure 
of industrial ststem i« elosily inter dependent upon money 
Money augments the quantitatirc prodnetion of wealth to, 
a Caat extent and mak«s jKissible the most complete satisfac 
tion of human wants that is conipatille with the present state/ 
of society Dimuou of labour incnases more and more andl 
con«cquintlj production is becoming more and more rouud 
al>out and indirect It is not simple and self centred but 
iiiglily complex and round about 

The entire commercial and industrial organization of our 
societj rests on a contrielnal bisn In primitive tunes men 
cared little for the morrow an 1 Imdonlvin the present l\ith 
incToast in civilization and with progte*5s in science man has 
risen above bis aniiinl enaaronments an I for the fulfilment 
of his aspirations ho has been able to link the present with 
the past and a successful fotnro in the light of the past 
experience The economic o rganuation of our civilized society 
rests on credit ieople ClileT ifib contracts m the present 
vnilShTirc to be fulflllod in the future Hundreds and thousands 
of contracts are entered into for fnturo performance Some 
of Vbem are to be lulCdled in iboxb •petwid% wad others, la long 
ones The latter involic the lapse of jears between the day 
they are made and tbo day they are to be performed This 
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hnpp<n^ cn ildirory of articlt^ of iron ftn 1 stool poo Is liVo 
locomntno4 nnrijjnory, plant, etc , t* protnJsul to be giren 
at some future time 

It IS SPIT natural for the parties ontonnp into contract* 
to perforin them at some future timt to export that the purchas 
inp power of the monetary unit m which Ihoj Ao to di’oharpe 
their future nblipations should roniiiR stable m the moanfime 
V man of course knows when he enter* into a futun contract 
that he IS t ikinp n«k of Alteration in the ralue of money m 
terms of fenimolitios Hut all the same, violent anel long' 
continiievl eli tiirlances m the purchasing power of moner 
make tlings verj uncertain create mnh Ijusimcnt and hnng 
in flieir train all the concomitant phenomina of trade ilcpris 
Sion hnancial rrrns and unemployment It is for this re i«on 
that demand for comparative stabdit) in tin purchasing power 
of monej is an organic demand of the in Imtnal life of to dav 
and It IS wh} a commodity like gold has bi* n se lected as moner 
This H tin underlring molire of all financial proi>o«al* that 
hare been brought forward and di»c««sei! in tbi press nndi 
m the legulattre chambers among state sn cn, fin uicial expert*! 
and loliticians after the war — ^ 

( redit expansion Jia« taken place enonnondy under mnnevf 
tconomv It is on the strength of ttee reserres of mctallKS 
moncT that the rost superstructim of crctlit can be built witlr 
grrat convenience and lieiielit to the public The rajaut,r 
of cn-dit pbvs « sers prominent part in the cconomle orgaiii 
zation of oar society tonhdence among the public is the niostr 
imiortant requisite for the pro|>cr maintenance of a gooel] 
credit system This confidence ran only be crciteil if people! 
believe that the credit instrunieots will be redeemed when 
iresenteel for payment to thejr l«sner V proper evpan 
Sion of the currency system is pos«ible onlj wath the help of 
metallic money It is only the metallic money which can 
in«pire confidence in the relatirc pun basing power 

The growth of capital comes from sayings and depends 
upon the power and flic will to save The will to sare is 
consilerably affecteel by the eipeetatlons of licople about 
the purchasing i>owcr of money at faturo time If people 
expect that the purchasing power of their sayings in the future 
will not remam as much as at present, aaviags will considerably 
diminuh Saving is the result of waiting to enjoy a certaini 
^ount of wealth in the future rather than at pre«ent Fren -j 
bo<^ can if he so likes spend all his income on present pleasures 
rather than on future ones Itightly or wrongly an ordinary 
indiyidMl prefers present pleasures to fnture ones if he is 
pven the choice to spend all his income now or at some future 
tune It ij a p»yehological fact of great importance that 
present pleasures are given greater weight than future ones 
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<?^ <?n tlioug-h the latter miy he as sure as the former As such, 
people Avill not save much if they think the value of money 
■vnll fall because then their savings mil he worth less in terms 
of commodities than they mil he if the purchasing power of 
monej changes but little People san hecaiiso thev are 
confidint that the value of money mil remain relatively stable 
and hecanse thev arc sure that tin. Government will allow 
tlum to have the use of their savings in the way thev like 
T hus to enronrag e savings it is nccessarj that the purcl asmg 
power of intmev sTiouH.i'enraln fairly stabici. The iinctrtaTnly 
In the punbasing jower of money would sap the very fonnda 
tions of our economic societj it wouId-iliatuilL-thp-ralatK’ns 
between debtors and creditors and hr distiirbinc theoixi^ting— 
slistnbntion of weaUli would make co operative prodnetton 
on a large scale impossible 

Tlie desire for relative stability in the pure 
•of money rcallv evpliins the historr of the ev 
monetary systems That commodity whose value 
fairlj stable has been sehcled to serve thi fnnctions of 
tp to the middle of the 19th century {Toldjfld silver 
commodities whose value was fairl> stabMBSKhereforo 
them were selected to fuldi the fuDctioa aBBr money 
standard was prev oiling m marl} all to the 

of the loth century cicept lu rngland iSwti pnot to 
silver was more important from this poiin^y&vlew and, 
fore, It Served as standard monej in Middlo 

Gradual]} gol 1 began to gam popniant} i^l^j^ople and 
to bo desired like silver Itsaalue, tbcre$|ah^aiaed 
and side by side with siUer it served as innflv-IlQi to the 


of the ia<it century Filative Bt abllitv lavmg 

of the monetary unit w as secured by v a! 

use of gold, and silver because both c were 

for tins purpose owing to their lustre ^ 

attrjctivinofis P) the eiul ol the all r 

nations of the world discarded ^ gold, 


being the oiilj country whoso 
•Sliver Let us recapitulate the 
became the system of inonetar} ia^ 
of the Hst ctnturv The caoses 
owing to which fonnerlv other ec 
in favour of silver One of the lu 
ohangc was a very greif increa se 
in f lu Jltb cciitmJZ^nnTshoor'il 
worfiTm the relative stability of its 
fluctuations took place in the gold 
period owing to its enormoua prt 
of silver liad been increasing since tl 
loth centur} . The annual supply of 
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l»e«i ?n 000 000 ounce* annoallr The flinres for the period 
after I'^'O rose thu* — 


•nnt*I prtxhKt 
m tt *• fl'e v»-^r p<-no«i 

ici-is?-; 

l^Ai^l'kOO 

I'Hlt-l'Hl* 


Minic<n OiJnecH 

W 

70 

100 

1C5 

ICS 


It must beljoTiein mind that by IfOl the I and India 

the la * t«o marVet* for nicer were cIo«e<! Sj preat a fupplc 
from tl f mine* »p«-eially when most of the mint* were clo'M to 
t! efree ttiinape of silver taDs<-«! a d«linein itvpnce VfUrl**OOT 
tbt rati at which tie anonal anppir of mlcer was pro<lDCe<l| 
rose still further Oanng to this eoolmnrd fall jn the value! 
of Hirer in terns of pol 1 all eonntnes one bv one pave op th^ 
double standard m favour of the pold atandanl 

Vno’he? reason for the “vdoption of the cold standard was | 
that inda«tna1 ami co-ninemal expvn»ion of the Western / 
natJors dnnrc the loth ciiitur) wa* verv crcat and rapid { 
With an iDcrea<e in production, demand for labour, capital and 
orlian *i*i8 prew very rruch an<l this led to lacrtas* m wapts, 
rent* and pncei \ prosperous nation requires a cuf'ency 
that ( amea high value in small boll Therefore, the prosiierous 
nations of the West f<’«te«l pold a« their monetarr unit because 
It enabled larpo values to be camesl in STiall bulk ' 

In the last quarter of the 19th rentnr>^_therc had been 
a jm-ai iirprorment m the means of eomniuoications Tlie 
vanous parts of the wr/rld wen rs^nnectetl with one another 
br means of railwavs and steamships DiilicuUies of dutani’e 
which bail fonnerlv boi-n npardeil as in«apeTable were ov«r 
ceme to a great estent The vanous parts formed one emcle 
market for important eommoslities ThLs mterdependeoce of 
various conntnes of the siorld in commercial and indostnal 
matters required a sort of common medium of exchsnpe svhiih 
at the same time coni 1 carry latpe values in small bulk Gold 
was the tommodity which •atistied thu condition and hence 
the gold standard was adopted ' 

A monetarv system that develops commerce, sturnlatos 
indnstnal erpan«ion and fosters matenal wcl'art can achieve 
these advartapes and benefits only inasmuch as it secures 
relative stabOitv in i*s pnrcha*mp power k standard of valne 
whose purchavutp power m relativclv steadv alao secures 
impartial treatment between the different «evtioas of society 
It has been realized that gold u the one commodity that fnlfiU 
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these functions better than others It 13 by no means true that 
the value of gold in terms of commodities has remained or is 
likely to remain perfectly stable from time to time In fact there 
were violent fluctuations during the war Fvcn before the 
outbreak of the ivar its valne had varied greatly from time to 
tune During the 20 vears before 1S09 gold prices had doubled 
and the situation ivas reversed in the latter decades Between. 
187^ and 189G its valne in terms of commodities ro^e by abont 
one quarter and from 1896 to 1911 it fell by about one third 
In spite of the«e fluctnations gold was the one commodity whose 
value as compared with the values of other precious metals 
remained fairly stable This was found bv a long process 
of trill and errors that among the available commodities gold 
was th® best from the point of view of performing the fnnctions 
of money 

The value of gold floctuateil to a less degree than the 
value of silver The purchasing power of gold in terms of 
other commodities remained robtiveh stable on account of 
two canscs Firstlj, the stock of gold eiistmg in the world is| 
very large and secondly its annual pro luction as compared with! 
lU atock in existence is very small Therefore^ fresh soppliesj 
eanse ■<’en' little variations in its value 

Tlio progress m the production of gold kept pace with the 
progress m other directions As has been pointed out industries 
and commerce expanded verv much in the last century Con 
soquentlv, vast amounts of capital were required to develop 
natural resources to mamtam and accelerate the pace of 
production Capital came from savings and from progress 
in the methods and arts of production For all the«e reasons 
money vvas required in increasing quantities and fresh supplies 
of gold to a groat extent served as reserves on the strength 
of wluch credit could be developed and currencj could bo 
expanded 

A. stoadving influence on the value of gold was exerted 
bj its absorption into the arts and into the hoards of Asia 
The 1 astern countries have for long been consuming vast 
quantities of precious nictah m the arts In the absence of 
proper banking facilities sawngs in these countries mostly have 
been in the form of hoards It is the precious metals which 
canretmn their value even whin thej are hoarded Increasing 
supplies of gold found their wav into the hoards and into the 
arts of Asia Consequently, the total annual supply of gold, 
bung very small as compared with its total qnantitv lu 
exutince and being consumed for the purposes of arts and 
mto the hoards of ..Vsiatu conntnes, caused verv little changvi 
m its purchasing power 

The w orld has not yet been able to find a commodity whose! 
value 13 absolutely uncbangLable It is beyond human power! 
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to foncdvi of a coinmochty thnt «!tK*s not undergo any change 
what«oi v»T in it* purohasinff power In fact pncci can niror 
rrmain liacd owing to dynamic forc«* Thin arc aloa\a 
changts m iiirr a*jic<.t of lift Nothing in tin? changing 
world of ouM i» jirmancDl and »f anything h pemiancnt it 
is change ( Ii-ingc i3 iiii(K.<antfy going on fi^opulatio p 
inm*a*i s ci!«toTi * < I nngc nnd liahits and fashions m s cr n niaio 
thf *in» Tin n fort there arc thanges m pnee* n!*o and this 
Diran* that thirc an elniigt* going on in the salurs of all com 
mo lilies Of all suth rominotlitics gold has provctl it’clf to 
be the littiat coriimoditv to »rr%e os money in the economic 
organization of the eoci'ty m wliieh wi nn linngy Oold 
standard has proved its noandio** man than an) other 
standard It may not lie a perfect *t intlard , but the mere 
fact that It has been eho«tn by the most athanced nations of 
the world is a serj strong proof of it* Ning the best commoJitj 
to Mne ns the standard of saloe Tlie gold stanlanl has not 
been imposed arbitranly bot has comi autocntlcalJj 

It IS true that m nearly all countries eiccpt in \merict 
the gold standard broke down during the war There wire 
Tcry violent fluctoations In Its saint in tirms of other com 
moditiis After the war the llnamiers and statesmen m various 
countries wire busy in putting their cam ney sjsUius morder i 
The gold standard with slight modifications was restored in alii 
countries ’ * 


the funcUon over three-fourti s of 

^ ^ be«iT«7 violent ch»i.ee» in gold pr ce. 



CHAPTER TIT 


Bimetallism 

It lias been eTplamwl in (lie foregoing chapters that 
stability m the value of money is a necessary condition for 
the growth of bnsinoss The attainment of stabibty in the 
value of monev has been atlcnipteil in tno wavs One of 
them IS the gold standard or the monometallic system which 
•ttas till laeentlv prevailing in nearlv all the important countries 
of t he M orld Tlie advocates of the gold standard with England 
at their head do not deny the changes which havi tahen place 
m the value of gold i but none the le-»s tiny hold that mono 
metallism of the gold standard has best stood the test of 
evperunce 

1 second means of gaming stahihtv m the value of money 
has been the multiple legal tmder system or bimetallism 
The advocates of tliw ssstim under thi leadership of rrauco 
clflim that under certain circumstances the donblc »tanilard or 
the union of gold and silver as a joint standard of value would 
prove more stable than the gold standard has been but they 
hold that the svsfem ha» not had » fair trial 

The question of the standani of salne was once a very 
controversial one This controversv with regard to the adop 
tion of bimetallism ceased with the advent of the present century 
and now it has only a bistoncal or academic significance To 
understand monetan probkms more ckarly we shall discuss 
bimetallism 

Under the bimctallu svstem gold and silver are freely 
coined Vnv person can bring silver bullion to the mmt and 
have It manufactured into coins to an\ extent The cost of 
manufacturing coins mav be borne bv the Goaernment or 
by the holder of the bullion The same right is given to the 
liolder of gold bulbon \11 coins — gold or silver — are made 
full legal tender for di charging obligations The debtors 
Lave the option to meet their obligations either m gold or in. 
silver coins or both It is also necesiary that coins of the 
tw 0 metals should circulate at a ratio fixed bv the State But 
it 13 conceivable that as regards coinage and legal tender the 
Government inaa put gold and silver on prcci^elv the same 
footing and yet at the same tune aUow the ratio of one metal 
to the other to vary according to the market price of the two 
metals or according to proclanuitioa from tune to time This 
would give n«o to great ineoovenience if the relative values 
of gold and siher corns were changing constantly and would 
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mike the poor and the ignorant liable to ffanda Therefore 
cations ^ihich adopted bimetalli*ni practically always issned 
their coins at i filed ratio Thns these three elements — ir« 
coinage tuU legal tender and a fixed ratio — are the essentials 
of the complete double stamlard 

The real difficnltv under a complete doable stmdard 
anses with recard to the fact whether the legal ntio fixed 
bv the State would conform to their salues as bullion in the 
niarlct If the ratio flx«l at the mint is 1C 1> * ^ the law 
favs that Ifi ounces of silver will be coined into as manv 
fovemgns as one ounce of gold and if as bullion 151 or 15 
ounces of 'liver arc sold in the market for one onnee of gold, 
no one will hnng silver to the mint Silver under such cir 
<niin»tancc« is more valuable aabuUion than as com There 
fore it will not circulate aa roonev A bolder of sflvct bullion 
will 4,et at the mint as many sovereigns for 16 ounces of silver 
as be can gtt for one onnee of gold . but in the market be can 
purchase more than one ounce of gold for 16 ounces of silver 
when the market price is 15} or 15 Gold can be presented to 
the mint and more sovereigns can be obtained than can bo 
ohtainM by presenting sOver to the mint directly Under 
sneh circomstances the coins will consist of gold alone Tins 
•wni cause inconvenience for silver coinage iray not be available 
for small pnrebases On the other band, if the market ratio 
alters to snch an extent that 17 ounces of silver in the market 
will fetcb one ounce of gold nobody wQl present gold to the 
mint, because in this case gold snll be more valuable as bnllion 
and hence vOl be exported or melted down to be used in the 
arts 

The metal which u presented to the mint under such 
conditions is said to be ovcrralDeil and that which is n.elt'*d 
down or exported because of its being mori valoable as bullion 
is said to be undervalued When the mint ratio is 10 1 it 
means that as many sovereigns can be coined for 1C onncea 
of silver as lor one ounce of gold In the market only 15 ounces 
of silver may purchase as much as one ounce of gold In 
such a case tflver is more valuable as bullion and. is undei- 
valuefl at the mint Bat if in the nmrket 17 onnees of silver 
purchase only one ounce of gold the mint ratio remain 
ing the same, silver is overTalued at the nunt , because accord 
mg to the mint 10 ounces of silver arc e(]ual to one ounce 
of gold , whereas in the market 17 ounces are equal to one 
ounce ol gold 

That metal which is overvalued will have a tendency 
to dnve ont the nndervalaed metal from circulation It alone 
"Will be presented at the mmt for coinage Its withdrawal 
from the bullion market will tend to raise its valne there On 
the other hand, the nndeiralued metal not being presented 
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at the mint for coinage increase in supply m the marhet 
and fins will tend to loiicr down its value In tins way the 
market ratio will always revert to the legal ratio whenever 
any divergence between the two takes place This steady 
ing mflutncc o' the offer of free coinage andcr the double stan 
danl upon the relative value of gold and silver ha-s been called 
the rompcH«rnfory aelton of the double etondnrd It is main 
tamed that as one metal was thrown upon and the other with- 
dra^m from the bullion market the fonner w ould fall and the 
latter would me in value and thus tin ritio would be restored 
Tlioie who rclv upon this lompensaton action of the double 
standard maintain that the ratio lonld never remain di>turbed 
for long It would be restond very soon after disturbance 

Tins compensatory action is howtrtr, possible only in 
certain circumstances and for some time If there be a 
permanent force bringing about tins difference the ratio will 
not be restored Tin tindtiaalutd mttal will graduallj go 
out of Circulation and the metallic mono consist of tho 
oscnalued metal onlv If the variation between tho mint 
and the market sallies is considerable anl remains for long, 
the metal which is cheaper m the market will displace the other 
m 1 vtr\ short time 

These pnnci{dos are supporttd bv the history of bimetal- 
lism m I'ranctf, the U S \ and other countries Thov led to tho 
adoption of tin- gold standard and to the degradation of silver 
to the position of n subsidiary com with mints closed to its 
free coiinge 

Fmmi rtorgamjed her currency sjstem lu I'^Ol nu I 
adopted tlie sssteni of bimitalJism at the ratio of I'i I It 
beemie aer\ dilficult to k«ip this inmt ratio identical with 
tliL market ratio of the two imtaU ns bullion The market 
ratio differed from tmn to tune from the mint ratio nnd sorni 
tunes gold and at other times sihtr began to be oscrvahied 
Tin undirvalued motal was dnsen from circulation and tlie 
doubh standard beeline in actual practice, on alternating 
standard Vt one time the hulk of coinage lonsjsteelof silver 
and at another, of gold and tin two together n mimed in circula- 
tion m large, quintitics onh for ver) short ptriolj 

L p to 1*'")0 the bulk of the coinage of tho countrj consisteel 
of sihir because the market ratio was slightlj aboee llj 1 
^iher b'H’iine the cheejKr of the two nittals and, therefore, 
dupheed the elearer metal, gold from cumulation almost 
etsXep-ly In later ^ears tho situatun was changed owing 
to the goll disoosems fn tho middle of the 19Ih centurj 
The Californian and \ustralian golHiehU were opened in ISliJ 
nnd nspoitivelv Conlition* of mining wen <asT ami 
cheap and goll prtxluttioo iiienased enormously The annual 
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production of gold between 1S31 and 1840 was £2 830,000 , tins 
average ro’e to £7 r3S 000 for the next decade and to £27,815 000 
between 18ol and ISOO Oold became the cheaper metal 
and the market ratio between gold and silver fell below 15 j 1 
Gold and not silver was presented at the mint and the latter 
being more valuable as bullion was withdrawn from circulation 
Prices also rose during this penod in France 

In I^Co the Latin Union was fomted consisting of France, 
Belgium, Italy and Switzerland to prevent the disappearance 
of silver coins from circnlation In 18t»S Greece also joined 
the onion Vccording to the agreement of 1865 gold coins 
an I the five Franc silver coins were to be freely coined to be of 
the same weight and unbmited legal tender in these countries 
The smaller silver coins became subsidian coins and were 
made legal tenderto the extent of fiftv francs only in tbeconntry 
where they were coined Very soon after the signing of the 
agreement by the Latin I nion, the eonrse of events took a 
different turn The production ot gold by 3860 bad riacLed 
ita maximum and thou barely held its own The new 
supplies no doubt were as great as before ISfO , but as the 
nations were becoming richer and lodustries wore expanding 
gnath, these /mppbes did not keep \ace with the demand 
for gold On the other hand the production ot silver increased 
very mneh Great discoveries of silver were made in the U ^ A 
and the price of silver foil m the market dor some xears the 
market price was equal to the ratio of J5i 1 In 1873 it 
fell very shaqlv and became XC 1 Gold began to flow out 
of France and silver began to flow m This proved unwelcome 
to people who rightlv or wronglv had become prejudiced in 
favonr of gold The mam cause ©I this preference was the 
practice of Fngland the leading mdu'tnal country Oermanv 
after 1871 detioitely and finally adopted the gold standard 
following the lead of Fngfand After 1850 the coinage of the 
USX al«o bad been practicallj on a gold basis ITjui demand 
for silver for coinage decreased while the sopply increased 
much Tlie problem was Low lo prevent the disappearance 
ot gold coins 


In 1874 the liatin Union held a moctm® at wjuch it was 
decided to close the mint- to the free coinage of five I'ranc 
silver pieces Henceforward they were to be coined on 
government account and their issue was Lmitod to the needs 
people The five Franc pieces, however, remained 
rtll legal tender Tho features of the currency svstem of 
France and of that of the Latin Union after 1874 were (l)gold 
and ^vtr coins continned to emulate side by side at the ratio 
«J 15| 1 and both were unlimited legal tender and silier 
piMea were not sab^idiary coins, {») the silver nieces were 
not freelv coined and their bullion value was different from 



JtlMFTALU^if 


43 


tliPir v*iluo as coins Gold was the only freely coined metal 
This system 13 called the Umptitg ftandard because- it is 
niither complete double atandanl nor full single standard It 
18 something midway between the two 

In the 1) S V an exactly similarsituation was brought about 
through half mcasur* s and tomprotmses \mcnca had adoptcnl 
the double standard in 1792 at the ratio of 16 1 Though 
this was Tcrv carcfiiUj chosen, yet it began to differ from 
the market ratio winch was 161 1 Vt the latter ratio silrcr 
was Overvalued and therefore it drew gold out of circnlation 
This situation contmtitd till 1834 when the mint ratio was 
changed to 10 1 This became aboic the market ratio of 
15| 1 and gol 1 was ovenaliieil then on 1 began to draw silver 
out of circulation Gold discovmes took place in California 
m 18 lO and thi change liocamc scry pronounced In 1873 
free coinage of silver dollars was slopped though they rematnod 
full legal tender In this y«ar bimitallism winch w ls long 
obsolete m practice was formntly ende 1 bv law TIus was 
another cause of the decline m the pnei of silver Tins alaniied 
the silver producers m \menca who succuHkd in passing m 
JSfSthe Bhnt} \}hsof} sccorthng to i)ic gonmnipot 
was to purchase every month from 2 000 000 to 4 000,000 
ounces of silrer and to com it m silver dollars winch woro 
legal tender Thu measiin was cnactel to prevent a fall 
in the value of silver Noliody demanded these dollars for 
people ^vo^e used to paper money Tluse dollars remained 
in the Treasury and their place was taken bv tlu pajior money 
which was couvtrtible into silver eiirrencj if anybody wanted 
It Tilts measure failed to achieve the object for which 
It was enacted and then fore in 1890 it was replaced by tho 
Shcmion ^ct according to which the monthly purchases were 
raued to 4J million ounces The irite however went on 
faihug and m 1893 the 3cf was rcjioaled Under these two 
Acts the total number of dollars coined was 670 000 000 These 
dollars wire like the I'rcnth five 1 rano pieces, overvalued, 
limited in quantity and full ligal tender 

In the meantime the problem was btcoming specially 
pressing m India as our toinagc consisted entirtlj of silver 
currency Insult India tbe existence of free mints for silver 
coinage and a vast population demanding silv cr botli for eoinago 
and iriilustnal purposes were the causes which maintained 
silver artificially at a high price The value of tho nipoe at 
the original pneo of silver which was 02d per ounce was 2 
shillings Its exchange value outside India was falling fast 
till m 1803 at the price of Sad per ounce of silver, the rupee 
became worth onfy I< 2d 

This liad a great effect upon the financial position of tho 
Government of India Therevtnnc was raised m India in rupees. 
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bnl Home Chafes Lad to be paid in gold The impees Tveie 
not accpptaLle ontside Isdi^ at their face value, but at their 
bullion Talue roDsequenllv, the Indian Coveniment had to 
pai more than the face value ol the rnpees This demand 
na? met bv taxation Tl«c import trade of India suffered 
because eTer> rniporter hail to pav more for his goods than 
the lace valne of the rupees as their value had depreciated 
much Lut the depreciation of the rupee served lite a bountv 
on the export trade The exi>ortir sold his goods m England 
for gold and v,hen he converted the gold into rupees he got 
more rupees than ncre necessary to meet hts expenses of 
production including ordinary profits This made trade 
conditions ver\ speculative and nsky 

The Oovemment in re«ponse to the TccommcndatioQs 
of the Her^ehell Committee closed her mints to the free coinage 
of silver for that v as the only way to maintain the value of the 
rupee The stoppage of the silver coinage was followed by 
an appreciation of the rupee and hy l'^93 it had reached the 
value of U Jd which was maiotaioed np to 1911 This 
rneaiore decreased the demand for silrer to a great extent 
and hrouffht about a great fall m the value of silver Those 
who had hoarded their savings m rupees jd India and also 
those who had large valuable ornaments ol silver suffered 
moch by this fall in the valui of silver 

Tims by 1893 the mints of all the important conntnes 
had been closed to silver the supply of which was increaung 
The world drifted rapidli toraonomotallisro The price of silver 
after J873 wai falling modi and there was a fall m prices all 
round The bimctalhsts pointed out that the supplies of gold 
were dcchmng wlicreas the demand for money was increasing 
owingto anexpaiiMonintrarti, commerci. and industry Tliey 
said that lor these two reasons gold bad appreciated in value 
and that this appreciation showed itself m a fall lO prices and 
silver having becon e a commodity showed that fall Accord 
ing to them the reiredv hiy In making silver aa the standard of 
value side by side with gold with free mints and the quahtv of 
fall legal tender for both metals For then the supply of 
money would increase and pncea would nse again 

The gold monoiretallists tbd not accept the premises upon 
which the birretaUists hasid their arguments They pointed 
out that the year 1S73 and its immediate predecessors were 
vean of ahnorroallv high pncea and, therefore, reaction in 
the form of lower prices was bound to follow as a natural 
consequence Temporary nps and downs in prices though 
undesirable were abo nnlortonateli nnavoidable and time 
alone would pnmde thi remedy The advocates of the single 
standard said that siItct t.oald not na“ in pnee to its ongmal 
level The demand for rt could be increased by opening 
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mints for its coinacc , but tliit nonld increase its supply greatly 
for the smallest n’o in pncewas bonnd to stimulate production 
They also regarded silver as too cumbersome a medium of 
exchange for large pvymcnts and disconngcd any attempts 
to Open mmts for its free coinage 

Attempts ^ere made to rerivc bimetallism bv inter 
national agreements, but England always oiiposid any 
attemid at retiring bimetallism for tint conntry had made 
great progress and otcupnd the cintral position as the money 
market of the world Wu did not want to dissipate her ener 
gi(3 in an experiiiant which had already failed in Erance and 
clsewhen The question of bmietalUsm was for long the most 
prominent otonomioprobh m be fore the world, but after ISOOall 
interest m the matter disappiart-d suddenU Tlaro w-ere two 
reasons for this firstly, pncts which hid been falling since 
JS73 became sfitionaia about la9'»<»7 and then took an up 
ward trend Peeondlr, the worlds animil output of gold was 
increasing at a rapid rate The msufllcuncr of the supply 
of money and the falling pricis w«r« two important arguments 
of the biniitalltsts to nvui tlicdoubU stindard Uith a n^o 
in prices uid an increan in tlu suppK of gold, the two chief 
arguments of the hinKlalhsts wort aanullul 

In one way tin r*.'ult prored the logic of the arguments 
of the bimitallists The ixtrtiue wing of the monometallists 
had denied that the imrea«ed use of gold had result* d in a 
scnrcitr of that mcul but the rise m prices folloirmg tho 
increase in gold siipplr <ontirmed theai^nunts of the bimetal 
lists 

Bunetallism as a system of ciiircnci was discarded m 
favour of gold niononiitaibsm in all countries of the world 
in the last quarter of tin l^th ciuturi lor some time the 
bimetallists raised eontrosers; to bring back their system 
into practice Intcmatiooal conferences wen. held to consider 
the possibility of a n turn to double standard and the bimetallists 
claimed that their ssstem was tlworetiealls sound and work 
aide in practice Hut hngland always barred the waj for 
the re adoption of the double standard She was not prepared 
to launch on a scheme which had alnadj failed m Prance and 
which was still more or less of the nature of an experiment 
The gold standard was fimilv established in England and the 
countrv had become indostmllj advanced and the practical 
minded Pnglish people were in no way prepared to reconsider 
the question of the standard Without England no other 
important country was prepared to enter into an agreement 
for the readoption of bimetalli«m But graduallr events took 
place which cut tlu ground from under the feet of the bimetal- 
lists and the question was dropped hr IS'^O 
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I>t Tis consider the advantage? claimed by the bimetal 
lists for their sTstm They point oflt that gtabibti of pnees 
13 preatlv attainable under himetalhsni The changes in the 
j arcba«ing power of monev can»e a great disturbance in all 
manner of wavs No one will diny that the more steady the 
range of pruts the better it is for the whole commnnitv 
( omparativo stability in the value of nionev w verv desirable 
Tlie bimetallists 1 old that the gold standard has proved in 
adequate in maintaining the stabilitv of prices They refer 
to tl e severe dcprc«sion caused by a nolcrtth downward move 
ment of i nces after 18'’2 73, when silver had been rctlnced to 
the po ition o! a token com and the standard coin consisted of 
pol I onlv the fupjly of which was not keeping pace with its 
demand for monetarv purposes Its demand was increasing on 
account of the cxpan»ion of trade and commerce and owing to 
the increase in the efficiencj of capital and labour the amount 
of business to be done was incrtasiog The valne of moner 
rose and prices fell as a conscqnence Pome people pointed 
out that falling prices were due to lovcntioos and improve 
ments only and not to the contisction of currency , bnt the 
binietalissts contended tliat this view was wrons becan«e if 
the (icprosjion was canted by over production it would bare 
been over after a short time Prices in fact rose as a resalt 
of the increase in the volomc of cnrrency in the la-t decade 
of the 19th ccntnrv This increase in the curreney was made 
possible by the iBcrea»e in gold production This proved the 
point of the bimetallists that pnccs after 1872 I ad been falling 
owing to the contraction of the cntrency The fall la prices 
had an adverse effect Ufioa proflls rents and wages because 
all tl fc»e incomes depend opoa pnees Tlie bimetalU’ts had 
sngsested tie adoption of the double standard as the onlv 
remedv to prewent depression for the deficieniy m the supply 
of currency caused by the low sof ply of gold cooM be compen 
sated by the increasing snpply of silver 

The opponents argoed that the prices of 1872 73 were extra 
ordinarily high and that no return to this old level was po sible 
and that all ar®Timent8 ba^ed upon them were irrelevant and 
that a fall in pnees was the natural reaction Aloreover, thev 
contended that wages bad not fallen as much as pnccs and 
that lie fall in pnees wjw favourable to labour Therefore 
tl ey welcomed a still further fall in pnees id the interests 
of labour Tlu* however, was a wrong view, becau’e a fall 
m prices lieing permanent could not be in the interest of any 
cla?s AAages and profits fall together or nse together A 
fall in prohfa would contract bii*iiie8S and in course of tune 
would actuate businessmen to withdraw their capital from 
bu'lne** and flus would cause onenip oyment for labour 
Naturally a permanent and long-continued (all m prices could 
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not be beneficial eren to the labonrcre Hence the bimetallists 
had advocated a return to the double standard. 

In the neit place, it claimed for bimetallism that the 
system irould Leep steady the par of exchange beti^eon coun- 
tries trading isitli one another Tlie nncertainty and m- 
convemonce arising from fiuctuations in the rates of exchange 
betu een gold and silver utmg toantrics are very great They 
npset foreign trade because a very small rise or fall in the rate 
of exchange i^ suffitieut to turn the eTpccteil profit into a 
loss and rice reren It is a well tnown fact that a deiireciated 
currency favours exports and acts as a check, on imports I<et 
ns take the illustration of England and India, the one a gold 
using country .and the other a conntrv using silver for its 
internal currency The depreciation of «ih er in terms of gold 
will not raise prices in India lis onlr effect will be that 
people 111 our countrv mil have to pay more for ornaments of 
gold than they used to pa\ furnurlv If India has to ex^iort 
articles she vill ecU them in England m cold and will convert 
the srold into silver Obnoualv if pruc-. of the Indian products 
ivmam at the same level in England that mil mean that 
Indians after connrting the came tmonrit ot gold into siher 
will get more riip*.'cs — silver having falkn in terms of gold 
On the other hand, if the nipee price of English goods m 
Indu 13 the same ns before, that mil nu‘an that less gold will 
be obtained than formerlv for the same fjnantity of goods. 
Unless cost of production declines m England for Indian imports 
from the former conntry, this state of affairs is bound to decrease 
imports into ItKlii from England Exports for a similar 
reason from India to England will be stimnlated, for Induas 
will get more silver for the same .amount of gold Henco 
this mil encounge exports from India to England 

It may be supposed that owing to the depreciation of silver 
in terms of gold, siher mav fall in price in England svjthout 
ana response being made by pnees m India That mav mean 
that wath a fall in the nine of silver m England, less gold will be 
obtained, and that wiU giac thi same number of rupees to 
the Indian exporter as he u«c«I to get formerly Consequently, 
ho will get his Usual profits Thi< effect is smular to a bounty 
on Indian exports V boontv increases the quantitv of goods 
exported, lessens tlKir pric-t lu the foreign country and puls 
the foreigner at a disadvantage The tliictuations m the rate 
of txchaiige lH-ts\een gold and Rilrcr nsmg countries bj creat- 
ing anc<rtaintj up'et foreign trade The bimetallists claim 
that tlKiT systim would reiiudv this disndsant.'igc 

A thml aihnntase ehiiaed tor bimotalh'ia is that it wooM 
remove injustice arising from changes in prices to vanous 
members of the conmmnitj Hi'ing pnees are adsautageous to 
debtors and to the business community, while they are 
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(li'T hantaz<on! to crpilitoTB, hbotirarHl JiarJnz fixed 

jnr< m i l-allinz pnee» an aUantapaiu* totLo«i ha'ini; fixed 
in(<irn-s and to fh* rrct!i»on and dmhantaztons to the other 
<!a«' ^ Tlie binierallut^elalmlhal th»lr itj'*!' tn wonH nmo>e 
tlmtijuntiu of (lnn.'inspncea b) nnkinz ptj(e< more Btt-Kh 
I!ut It M »n adrtiitt<<| fact that it would not ronif lef<lv eliminate 
ehancM n pnet* \* #»ehf it ix diflietilt to »■< ho» it would 
prtrrnl inju^tn* to \ano«a rla«^ts It eoahl do *o only if 
tl e f( m tr j rnnlinc lextl of | roul I 1>< n vh«l bat that 
«ou! I Ih uuAtiitnihU Itenet thw adranlaixe ft-emi to be 
inor* apparent than rial 

U« xhalJ now con*idir Home of the main objeetlon^ fo the 
doohle •tatidard Firstly, H M urjtiHl that the introduction of 
th« s^iterii wonll imply intitf«Tenfe with fhi xn-it majonfy 
of contnets The debtor* mil have the option of pajin? 
in *ihif rather than in goM and Ihl* will lx pirejndictal to the 
interiit* of the creditors In fine, the na! charge nsain*' 
the itanilard it that tho*e who had contracfid to pay in gol 1 
wonll be allowel to pir in siher Tlie miie can bi' cl» ami 
ap by saying that a rnajonty of imns-w imnt ari tetlled in 
monej and not m bollion Thi contmei* an not to 1“ fultillcl 
by the actual transfer of gold m the rate of eirjliied nations 
V<i \nnz ai. Ui« ratio xvwmti* eotvstatit, mUitt would uxre tlus 
pnrpoie eipoally well Tht biols mil realjnit thiir rewrvea 
of gold or iihir ai the ease tnay bi to suit the conrenunce 
of their cnslomers At pr<*ent m >om< countnni a ereditor 
can be compillid to accept a cumocy note ijsutd by Oorirn 
ment or bs a Central Hank Silrer coins can al«o serro this 
purpose iiiuallj well If now no injustice h dotii. to the 
creditors still le«j would It bo done »I pirmenls were made 
iQ idrer * 

In the next plate, it is orgid thit the immediate con 
s<<inoncfS of the adoption of hinietallum wouU be very un 
satufactory The rate of exchange mil change owing to an 
iBcrcise in the demand for silcer /or monetary uses and this 
will treatc an elcroint of unccrtaint} m tnidt with «ilser using 
counlne* lint it must bt urgul m answer to this that such 
an inconvenience in fonign trade will be temporary only and 
everything win become very smooth when tlungs are properly 
adju*te<l in course of tune 

In the third place, it u wped that great dijtorbances will 
be caused with regard to trade with silver using countries 
\R bas bcem aireadv pointed out a dtprcciation o! silrer acts 
as a bounty on cxpiorts from silver using conntnos and a check 


» a matte- of fact Atnerira ^a» now afreed lo accept the pav 
ment of her debts from lev rompean dkbtora in slUer after tie 
ctmrtry recently went off tl e i^ld etaadard 



BiUEfALLtSM 


49 


on or protPCtioQ asatnst imports into the silrer using countnes 
This check on imports jjives some odmatage to the silrer usiq<»' 
countnes, for thev get a chance to improTe their nascent m'lnti 
factunng industries The adoption of bimetallism bv eheckiDg 
the /all m the value of silver frill cause daturbanecs m trade 
m the silver using countries This will encouraffe importsinto 
and di courage exports from Iht «ilver using countries If gold 
becomes Ic'i'i valuable and that is what wiU be done by bimetal 
Iism, the gold using countries will get n greater number of gold 
coins in exchange for silver coins from trade with the silver using 
conntnts and provided pnets m gold usmg countries remain 
us before thio wiU eneonrage their exports to the former 
countnes It may be said in answer to this objection that 
when some countnes use gold and others silver as their currency, 
thedepreeiationof silver guesa sort of artificial gtutiulus to the 
trade of the silver U'lng countrus and that bimetallisni would 
make conditions more certain and mort steaJv Tor gome 
tune till silver using countnes nur lo»e but this inonetarv loss 
■would bo subject to compensation Capital would flow from 
the gold using countries to the silver asui'» countries to 
develop their resources 

Another objection urged against tb«STStemi»that it would 
cause an inflation of pnees bv increasing the curreaer in circa 
lation Thu w ouM lead to 8|»ecu)atire mania and in the long nm 
might cause crises It is abo sud that this inflation of prices 
would be disadvantageous to the creditors Thu is the reason 
on w bich tin supposed interference with contracts is basevl It is 
true that an undue increiv m currenev not warranted by 
an increase in bu-uneas wiU bring about this result But 
it IS also true that pnets lo the past All m come vears owing 
to contraction of currency In Mit Middle tges trade and 
commerce were >ery much hamjKtcd by the lact. of currency 
The silver discoverus later on provided a great stimulus to 
fansiness bi increasing the qiianiity of monev ^Alth 
improvement m the crctlit svstem in modern times this difficultj 
js aioKled to a greit extent Tin increase m trade, ooramerce 
And industrv in modem tmws requires tho increasing use of 
moner The fall in pnets after i was the result of lack of 
gnfhcitnt money to meet the growing demand of busmtssts It 
may bcsaid that tbeincrea«ein tliel roduelionof gold and silver 
will heal) orbed bccaiist roonev will abo berequired in increasing 
quantities for the arts owing to an increase in the wealth of 
peopU 

I mally it is nigwl that tht difilcultv of nnintaujing the 
market ratio of gold and giher identical witli the mint ratio 
vonll make bin ctaUimi iuipo>able in practice Thebimctal 
lists on the other hand ivlv on the eoirpensatory action 
of the double standard to luamtaio the ratios identical Ther 
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rtfpr lo tin ^r•n^fl exjMfKnPe aftrr I8'0 wlion tfn iliverspnpc 
Iktwwo th< niJTltt rvtto snl Ihi mini raM» wai 
and auionia iially Hif two mtnp to/* tjipf afti r a ih/lit ^aria* 
Jut) I*m till* priK* ba»l protnl ifry i si>* to J r«nir« 

Til. bmn jMUMt oat tiat the o.loplinn nf tbfir 

In all f I •' riTilln-*! coanfriru *ool I jnilnlain tlj< jiiarl«t 
ir 1 mini rutm* nl ntinl Jor If tin nitio Ml, whtn' wouM 
tlif (I« in r iL.) lal /o * It h h«II that tlr Mithilrtwa) of tliP 
< lit j{«r II . I il ffi tf II I markrt «ouM raio lt§ valui In- ilnn x*- 
III/ ii« « ij 5 It 111. fp nml lh« mmv* Inlli »upi Ir of ihp .Icinr 
n . Ml III tin nuiL< t woul t bnn/ <lo%n lt« jtnr* thi n* Thai 
If. ntit • would Ih re«tortNl In fiwt tbfMo »li« rrh upon 
III .1 mix nutory action of (be doubb stamlard bold that tb** 
rati ) could ncT» r Iv dlstarbcl I'ut nanonalpndi, tln*rb-»nj:c-* 
tl at woiil 1 Ih canned ja (he <urf<nric« of lli» iouiitn.*t by tbo 
td'j}>tioii of tlio donblc *tan<lar<l am! irrjudir«4 of Tariout 
#ort« ttanl tn (lie way of immaitonM blni' ia!li‘m 

la the la«l decade of tbi Itttb <•< ntury man) Inttmtioual 
confennws were bild to rctitt titmtnllnm but a n'c w 
pnee* brcau*« of incTPa*o«l supply of to! I pnt an end (o tbli 
(Icinind for binicta 1 li<m Tbo <)u«Ttion boa now oal) as 
scadiiric and a bittoncal importance 
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Paper Money 

It I* not ni mcxlini tlm^ ojih tint tin «*(* of i'ai**'r 
tiirdhitn of airlnn/i tn« In^n ovulicil Tin ri Miilrno< 
to Kho« timt ]np>r 1110111% ni% ii<f<i In ridna n* larh tlio 
Ptii ft tttnr> and fw'o] 1 < fn Vnroht ami TtiIi%lon uiro 

%%(ll n''<|tnint)'<l nlth pai^r tnnn<% Ir u i« in tin Httir pirt 
of l}o Kill nntnn that |>a|M r motn % wi»m U’nl «» ii ctmsldt r 
alilo IC dr Tin iiiifitK un I «> mi | itldi'' I anL% tx ;n>n i*<Tiiii;:r 
I romio'^ to pa\ winch Imjthj Ki pt<% into clrculition lii-caiMo 
of In-in^ toiuirtil ti inIo«|Mai< 

nralU tlio oncin of nion(> do< % nut Iio in roinpuUton 
or i%cn m <| Iilortt' Imi d lii« m Hu riHtoiinr% 

omptanri fd*oin* rommo tilv of jj» lu r-d 1 r\irc ttluii 

iikIi a roininolitN IialnltiAlh miixi f > Ik* irilurjIU 1100 ptid 
%titl nut ilcniur or d> h) in it.its<ra« tion of ih I>lM niid ol lu'utioiK, 
ifif' it!} r<r} mttth tf* * thu /in} thi ««>»?< 

of ift rirrnlatinn Tin a hunt !*« % « f tin no of jiiiNr montv 
wort pMdnillv ft dind tnl tin imlilir and mni puMu Ixnllu 
licjnii to i»tnt p i{H f Id that 1>\ tiu IMIi nnlnrv ita list lioritnt 
%ir% finitiir and t!io \fa\ wa< pnpind ivm for tlx i>%tu 
of in|H r w liicfi w a« not nhlinatt Ij to In coin 1 riix| into metallic 
nioncv 

I’aiKf iiiont V of tlirc* kitolv ( 1 ) / cprrirnMfifc ptipn* 
w/ncy— It that for wliir’i «|mcic of ttjiid fi 1 vjilut i% lipt 
In tlic liank or currtnc) olllct to Im cUm ovtr to tin hiartr 
of paper inonij" on m •xelnn^t for tin |ap«r nott 

(J) Cotcrritble [ijfr iioncv— <onaltts of hottn iitiiid I 13 an 
inditidual or n public or |n%ntt <.«»«< rn iiroini'ins to lotnirt 
fluni m nil tallic com on pr« « ntnu nf It i» not tlirccth batki tl 
up b% Ipicli blit b) tb( fulti whith the itiiitr or tin proiiihcr 
i ui ir%[ iro Paviiunt sbould not Ih in am tiling cciipt b^il 
tttidir montv otbcnv}«« it taniiot lx rttllitl loiucrtibk jupir 
moni} Tin notta ihnuitl l> u« u mattir of fiit pajabb In 
i]K-cIt on tlitnand IIk wunl ctinvcrtiblc npplua onlv to 
ndi t niabilit} in bgal (tmlir or Mt indird inoni j in itioiiot trj 
Rcii net it 14 btcaiiM wlm' bmin lamtii ntrd in oxtlnnoio 
for jiapcr iiolt* can 1 m of rtrvitt to tbim vlitn an 1 wluro 
paptriiiontj will not Ik nttcptid Tin only auitibb inoiitj 
under riicb tircinimtantta la tht. etaniinrd inttalla niont> 
\(» otbtr coniniolit) can nervt llin purpose (5) /rrcdcriJoiWc 
or incontcrtil/le po/ er wtoiey— aonsistfi of paj t r iiott s for "liicli 
Rl-rOcie Is not obtainivbb on tleiuantl K i\i \v In that at a tinit 
pal er money may bare iHca i-tsm I with llio intention of 
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it but later oa it mav tiare loat ita convertibility 
on aceonnt of tl e itKolvcncy of the {toi erament or the i«?ning 
bank It raaj alio be iisned wrilhont anv intention of 
converting it into specie at any tature time This is properir 
callel/<it money 

Inconvertit le paper can pass from hand to band either 
becan e people have no better monev and its qnantiti is limited 
to sncl an extent that its enis do not 3 et appear or because 
tl e goverrment is strong cnon^h to compel people to accept it 
It 1 «t Ik eropha«ized loweser that generally its circulation 
c-inn t h infor el against poblic opinion The most impor 
taut in tances of inconvertible paper monev arv the Creen 
la k« isaned by the \mcncftn Government during the Cinl 
War the French \s3i'mats etc i«sued bv the I cvoln 
tiooarv Government of 1 ' ranee to secured bv the lands 
confi«cated from the Clcrgv anl fie Rant of Fngland Notes 
i««ne<l dnnng the Napoleonic Wars In the Great ^ar of 
1014 Ibid all the Faropean countries made their n tes m 
convertible Fven the Bank of Eoglaod was ordered to stop 
payments in specie to people ui esebange for paper notes 

J/fr fr o«<f <f-«wer5t» of iwconrerti’?/ paper mfiney —Paper 
mooev 1 advantageous masreuch as it enables real capital 
to be saved vrhich becomes available for use in other directions 
kdam '‘HUth hastompared paper oionev to a wagon war ♦brougb 
the air which enables the land coder it to be arailbble for 
nus ng prodocc to satisfy human want* Cold and silver 
reiiuin some capital and latour to produce them which can 
be emplrved elsewhere if their use for money « dispen«ed 
with The labour and cop tu! requnt-d for their product on 
can be devoted to the proluetion of goods that ire directly 
conmmable This wiU iDcre3»e the wealth 0* the country 
anl riuc tl general stanlard of consumption A second 
advantage i« that lo«j of wear and tear which h considerable 
an the use of precious metals as mou''} can be savel when 
paper money serve? aa ll e mediniu of exchange 

Another advantage is that paper money is very eosj to 
handle and 3 note of one thoosand rupees is as easy to carrv 
abont as one of one rupee Therefore it is more convenient 
and less exjvenvivc also to make ixayments in dis ant places 
through papir monev than through metallic monev 

There is a Ascal advantage also A govemment whose 
credit 13 unpaired and whieh cannot raise monev el cwhere 
■withont javing cxorbif-ujl rates of interes caa eecoru this 
»dTanta<’e bv issuing paper money This can be done only if 
the cur^ncT of the tountiy consists 0' metallic money whollv 
or nartJr •' 
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The above advantages are not unmixed The use of 
paper moncv is attended by scriong drawbacks and evils Its 
a alup IS far less stable as compared with that of metallic money 
Its circulation depends on the confidence reposed in the go\ em 
ment that issues it , while the circulation of metallic money 
depends upon the force of social habit The area of circulation 
of paper money is very much restricted It does not circulate 
be)ond the pobtieal boundaries of a country and the narrow- 
area of its circulation makes its value \ ery unstable 

Its supply can be increased at the < aprice of the govern 
ment and the Utter niav issue it in increasing quantities even 
though greater supplies maj not be required The result 
IS that the currency depreciates, prices inflate and an element 
of uncertiintj i'^ introduced in business Businessmen 
cannot bo sure that the values of tin goods will n mam the 
same at a future time as they arc at the time of making 
contracts 

This encourages speculation of the worst type Business 
sagacitj' IS thwarted and a spirit of prudincc and cautiousness 
gives place to the gambling instinct The business community 
la demoralized and a desire to get rich quickly is stimulated 
among business mm Security, steadiness and sound business 
morals go away It is followed b} a large contraction of 
paper monej which is as harmful as icflalion 

The fiscal advantage is dearly bought by the eommimity 
and It is a very unjust mithod of taiation It strikes hardest 
the poor and the ignorant and thus makes tlie burden of taxa 
tion veiy heavy The quanlifj of irredeemable, paper mouey 
13 determined bv fiscal needs and not by business needt as it 
ought to bo Ifonev is nally the tool of business and its 
quantity must depind upon business needs Iiat paper 
has been well called the aliohol of commerce whose fumes 
entering the brains of individuals and of gDiirnracnt oflicer«, 
setm to make them incapal Ic of sober judgment or self restraint 
in the matter of further issne and further deiiiorilizatiou takes 
place ‘ 

EffectSp of the Iosoe of iRnEDEEuanrE PvPtr 

In a country having punly metallic money as its currency, 
fluv surplus of nioncj which it may have will be revealed m 
a rise in prices A rise in pnets m its markets will increase 
imports which snll have to be paid for m money and the excess 
of mone\ will go to foreign countries Au} deficiency of 
money from which a country may be suffering will be made 


Klnley, Monry p J31 
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good br attracting jnoney from other countries through 
national trade Tins is not the case uith fiat money the 
quantitv of uhieh can be and in fact is increflswl in spue of 
Its Jou demand from businesses 

When a country using nwtallic money begins to issue 
paper, the first con«cqncnee is that specie is drnen out of cir 
cnlation The metallic money goes to the goremment in 
pavment of tart s or it is ushI in arts because its pneo is lowered 
and hence demand )S increaswl, or it is boarded by people or 
exported to meet foreign claims 

If there is no increase m the demand for the medmm of 
exchange in a country, the nietallie monev snll disappear as 
fast as paper money is issued But if the denianl increase*, 
metalbc mones mav eircnlale side bj side with paper money 
If, however the issne of paj»or money goes on increasing, it «ul 
be able to iierform exchanges b% itself and metallic money will 
be driven ont of circulation bp to this point no positive harm 
may bo done Positive harm arises from over issue, that is 
if It IS issued m a larger qnantiiy than the specie it displaces 
jKfter thw its farther issues will swell the solnipe of the home 
carreucy and bring about a nsc in prices 

'Tho ftrsl tign of tlic excessive issue of paper money, » < » 
an i«sue greater in volume than the metalbc monty whose 
place It has taken, is a prcrniom on gold Lven when the 
excessive is'uo of paper mones has been made, some payments 
must be made m gold PavmcDts to foreign creibtors snll ba 
made in gold Cold must be made available m the form of 
bulbon if It IS not m circolation It will be purchased with 
paper and some premium will bare to be paid for it This 
prcimnm will show itself in a nse in the rate of foreign exchange 
lien paper lias depreciated, the importer m the home country 
has to pav more for the foreign bdl of exchange than when 
Ibe paper jiionev is at par '>uc!i a state is bad for the foreign 
trade of the conntrv m which paper money has depreciated 
The foreign exporter wdl iltti.and a more favonrable exchange 
ID order to offset the pretniom The burden of the preiuinm 
on gold diiownsbc-s the probts of the export trade if the country 
has to make large foreign payments 

Pnees are quoted in paper and not m gold when the former 
baa driven the latter out of circulation Prices nse with every 
fail in the valui of I'apcr money When the excess of the 
mne of paper over the specie disj laced is small, prices mar 
rtirain as Mder the specie regime for custom may not allow 
them to change Ibereforc, though the foreign exchange 
ina\ nse, vrKe«. ir generaf taay mnain stationary Bat the 
appearance of a x rcmium on gold shows that pnees are to rise 
and that pax>er money la depreciating 
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Pnccs under i depreciitinjr jKiper re^me rise faster tlian 
IS warranted by the increase m the quantity of paper moner 
issued Paper nioner denres its Talue solelj from its demand 
for exchange purposes Its Talue therefore, depends upon 
the confidence that other iieople will accept it That confi 
dence grows less as its quantity mcrea>e9 and this le*senmg 
of tho confidence has no relation w ith the increase m its quantity 
Vftcr a certain point tnanj people mav refuse to accept it and 
Its value will fall much more than the proportion warranted 
by the increase in its quantity 

Thf Premium on Golo and the Depeecuition 
OF PiPEP Monet 

The rujC in prices of ^.ools in terms of paper money 
measures the depreciation of pa|>er montv If the prices 
become IjO tbe dcpnmtion of paptr i> ^ V tertam quantity 
of goods can be purchaseil through j aper moniy as well as 
through metallic money It would stttn therefore that tht 
premium on gold might bo eqoal to the depntiation of the 
paper montv m tenns of goods or in otbtr words the premium 
on gold might be eqna\ to tbe iWiremlion of paper To 
express it in a different wa\ the iricts of goo is would rise to 
the same extent as the prices of gold ts Kinlev would put 
it The paper price of bullion woull bi greatir than tbe mint 
price lit an amount equal to that bv which foreign exchange 
13 below tho real exebango But it is not really so The 
premium on gold as a matter of fact does not coirectlv measure 
the depreciation of the paper or tbe n«t in prices The rise 
in the prices of goods is greater than the rise in the prices of 
gold The iiremium on gold measurts tho depreciation of 
paper ouh rerj roughiv The purchasing power of moon 
vertible paper money is a little less when measured in goods 
than It is when measured m gold In other words the total 
depreciation of paper money is greater in goods than it is in 
gold or the prices of other goods or commoditus rise to a 
greater degree than the pnccs of gold There arc many 
reasons for this 

Firstly there is the risk of aa increase m the quantitv of 
p iper m tl e future which wij) further del reciate its valne This 
risk has to be taken into consideration and has to he discounted 
but this should bo the same in ease of goods and gold Poally 
at IS not so because the. prices of other commoditus cannot 
be changed as quukl\ as those of gold The latter is one 
commodity and the former are numerous and the prices of 
some of them might change in one direction, while those of 
others in the other direction and jwssiblv the pnccs of some 
goods might remain stationary M the prices of other com 
jnoditics cannot bo changed as quickly as those of gold they 
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cannot al-o idjiicf tlumstUpi as4H«cUr os those of ffolft ’The 
pnee < i L,o kU will ta\o ft longer time to adjust tlian is tue 
ca-s with thf pnns ol jroW Thfrctorc, the possibility oi lne 
li^cint of risk IS Hrc«r the 1 m^r tin penol os or wliien it 
H 'o b<. iliatoiiptcil llenct paper money Ocpnciiles m gooiis 
to 3 cr aler < xttnt tlnn in goW 

Vnotlur reason whv the elepwciatioa paper itt coons is 
CTi »t< r I 'i ui in col 1 H dne to the fact that prices of other com 
mo iitn s *1 ow i lie full rue cause 1 hv a« locrMse f n the qnantitr 
of pa; r m n< \ The prices of cold do Dot show the full rue 
b(< i is< win I cold H pjMted or dnren oat of circulation, it 
lontrs us aalue which IS not tlu ci!« with Other goods The 
rsporf of gold raues the world lesci of prices ami lowers its 
own ssliie \n increase in the nusntity of paper lowers its 
ralno in goll and in goods but ffoll falls from its former 
value and gco'ls do not Hence the deprccialioti of paper in 
goods is greater than in gold 

A third and final eaose of the greater nse in the prices 
of goods than of gold m terms of paper monev is due to the 
fact that the detnsnd for goods is two fold-~-3 cash ilemana 
an! a credit dimaud ilence prices of other goo Is rise in a 
greater degree than the estra volume of paper monev would 
warrant Tlie same u not the case with gold Therefore 
the valae of gold docs not nse to the ssme c^ttot as tliaC of 
other goo<l« C<ni*equ<.ntl\ the depreciation of paper is more 
in terms of goods than la lemis of gold 

Tlie Issue of inconvertible paper money should he csrtfully 
rcgulateil m order to prevent over issue, depreciation and 
iDflatlnu and to avoid ail the attendant cmU thereof ‘v>me 
people suggest the tueasurenient ot fluctuations m prices accord 
log to which the amount of paper money should he cnlargi-d 
or contracted as neceasarj Kut on account of the tniivcrfec 
tioii of index oumbers, this method will prove to he unsound 
and practically useless V prcniinm on gold is aoUac proof 
of the eicissire issue of paper Then fore the (laantity of 
paper money should l>e so regulated that this nrenunm mar be 
prevented 

Covtertujle Pspep ^Iovet 
Convertible paper money consists of notes for which the 
issuer is |)repared to pay standard money on demand or at the 
of the holdir The advantages of convertible paper are 
obvious It saves precious metals which can be ns^d for nation 
building departments and this mvolses a saving of teal capital 
It can be more convenitnt’y handled and causes Uttte loss b) 
wear and tear In response toan increase m commerce, induatnes 
and trade, its volume can be easily increased form such cases 
the tiuanlity of metallic money may not be able to cope with the 
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It niav be issued bj the Go^omment or by binks or by 
a Cra/raJ Tbo Go»o7)iDent~i/ the isiae comes from 

the Gc)> eminent — irill tither keep pold or 8d\cr equal to the 
nniount or the face value of the notes put out for their redemp 
tion or will usue it on its Reneral credit Its issue is nn 
advantage to the Gosoroment inasmuch as the Gosernmint 
can pit riscnm Kithont resorting to ordinan forms of 
taxation The Oovirnment 1 is to incur the expense o^ keep 
ing and maintaining the ri serve jgainst its issue If the 
demand for reilemption h sulkn and viry grtat the whole 
Bvsttm 13 endangered for tie n «ne cannot I c easih enlaigcd 
The enlarged quantitv can eonu onic out of mcreastd taxation 
wl icli H too slow and dilbeiilt a proeiss as it is alwass resented 
bj pcoj le or the rnlargoil quantits cm come from the sale of 
bonds also Tlie Kltir iiietlol i* nl o open to objections 
of being slow and diilicnlt Th main objtction to the issue of 
paper moms bj Gorornmeut is that it is not in intimate touch 
with business conditions and thcrefm is not m a josition to 
regulate the solume of eurnn i lo s nt tlu convenunce of 
business community There is also th« danger anl tempta 
tion of oser issue if the issm of paper moms comts from the 
State Th* Govcmincnt in issuin'^ j ii>er money will bo 
gincrally actuated In fiscal meds and money beio„ the tool 
of business its issue does not fall within tlu scope of the tunc 
tions of tlio State 

Its issue on the otl er I an I may i roeecd from the central 
banking agencr of a countrv If it is a bank note it is usue I 
b\ a bank promiung to pa\ a eptcified amount m legal 
tender on presentment to lie bearer tlunof Thi bank notes 
get into clrcuUtion in two wajs \ customer may deposit 
metallic moniy with his I ank and may get the more convenient 
bank note in exchange then of or li may givi to hu bank 
lus own promis ory note or a bill of cxchang an 1 get the bank 
note In doing tlis the customer exchaigis his own credit 
for that of the bank \s a iiicrciunt hi has mciimd debts 
which he lias to pav and lie could offer his proimssorv notis to 
bis creditors but thes too like him are in dibt and want a 
medium of pavment which can be accepted bj their cnditors 
for tlioin T1 c credit of the mercliant is well cstabbshed at the 
bank but not wath business commumty as a whole and the 
latter will not accept fiis promissory notes m satisfaction of 
debts and obligations But the cndit of the bank is well 
established and bank notes can pass current for people La\e 
confidence m the bank Tbenfore the merchant exchanges 
his own promissorv notes for those of the bank It simply 
means that there is the process of exchange of credit of a 
narrower circulation for credit of a wider circulation 

Thus the issue of bank notes depends on the amount of 
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the promt'sory notes an 1 bills of pxcbnos'c offereil to t he bant 
Till nnmlRr of the latter depends upon the solnme of business 
If Irasmeos is brisk and expan linjr, more promissory notes 
and bins of eichanse will be presented to the bant for exehanpe 
for the bank promissory pot«« and less will be presented if 
the bnsmiss is slick IJeocc the issoe of bank notes will be 
in re<i onsc to busme»3 needs, expinrlinu mth the expansion 
of bu»iDf»s and contractifift with a slackness in business A 
bank IS therefore, better fitt«-d to requlate the issnc of notes 
than ffOTtmtncnt This special power of banks to adjust the 
volum <f note issne to business demands is calJefl clasticitT 
of hank notes Tbe OoTemment paner laeks this quabtr, 
but the bank paper doc* not 

By clasticitr is commonly meant the qiialitr of a bodr 
bj Tirtne of witch it can expand by dmuinj; it and 
contract br ginn? up the prcMnre If applied stnctly to 
moncr, tbe term shooid mean that the same quantity of luoner 
should be able to do more boiioess under an inte!i*e prc«sure 
and le«s under a relaxation of demand Tint js, howe\er, 
not the pro] or meaning of the term elasticitr as applu'd to 
money In ea«e of moae^ it means that the roJume of moner 
should increase if there is an increased demind for it and 
should dccTf?Me i{ them « a decrease m the demand for it 

Metallic money docs not possess elasticity for metal leares 
the place where there « less demand for money for a place 
where there is a greater deman 1 for it Its total quantitr, 
bowerer, remans the same bnder i scstim of convertible 
paper the increased demaod for it Is met by an increase in its 
TOlume or supply which means that more paper money u lssue<l 
Mctalbc monev po»«cs«e5 mobility or fluniity and convertible 
I aper posstBics the quality of ela.stirity Tlie «o called 
elasticity of pol I money moans a changed distribution , that 
of paper money implies a brger or smaller s oluine than before 
iQ some place or places but not at tlie expense of the supply o' 
any other place 


In the last century there was a great difftrecee of opinion 
between economuts on the exact meaning and the desimbthtT 
of the elasticity of money Now there is little doubt that the 
currency should posse«s the qnabty of elasticity There are 
seasonal demands of agncaltural comninnities wkic’i can bo 
met by an increase of the supply of money Cheques, etc , 
^nol serve the purposes for those people are far from the 
banks and do not know the formahties to be performed m 
connection with cheques 


pie opponents of elastiatv saj that these local and sea 
ronal demamls do not ocear everywhere at the same tune 
with the same intensity At one place the demand for the 
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medram of exchanjre may be reiy strong and at the other 
place it mav be very weak Money conseqnentlr can bo trans 
ferted irom the forratr to the latter place without causing 
any irritation and inconvenience But m answer to tins it 
mar be pointed out that there is the expense of transfer 
ring money from one place to anothc- and tins may be more 
expensive than the additional local issues 

It IS pointed out that the stronger demand will increase 
the rapiditv of circulation and mil make an additional supply 
■nnnecessarv Tins is true provided the increased efficiency 
of the existing monetarv supply IS enough to meet the demard 
But this onl> means that there are other ways of doing the 
same thing and the hast eapensive and the moat cffectire 
way must bo chosen It is fnrlher argued that to prevent 
speculation tlie stringenei should be allowed to he felt but 
it may be said that the increase in demand is not always 
speculatii Cl and that if the supply is not increased some Ic^ti 
mate businesses will bestarv^ The argument is, therefore, 
invalid 

For the aboie reasons, it is rery necc'sary that a good 
system of cunency should possess th< qualitt of elasticity in 
onler to perform its fuDetions lo an adequate manner As 
pointed out above, metallic money does not povse«s the desired 
elaaticatj, but paper money does The quedion is whether 
paper money should bo issued by the Goiernment or by the 
banks If the Gnvemroeot issues notes, it does so under a 
special Aetwliieh regulates the note issue and also the fiduciary 
and metallic portions of the paper currency reserve Goiern 
ment Issues paper money which is brought into circnlafion 
m payment for govtmment dues and cannot b< put into circula 
tion as loans to bu^incsvnien If, on the other hand, banka 
arc allowed to issue paper they will put it out in response to 
business needs The question then is whether the issuing 
banks should be left free to regulate the mode of Msue and 
the management of paper money and note issue be rcgardwl a 
part of the onlmary business of hanks or whether the banks 
should be regulated by law in this matter In the eaxber 
days there were two schools of economic thought on this 
question — one supporting the banking principle of note 
regulation and the other supporting the currency theory 

(a) The BanXing Theory — ^The Banking Theory holds 
that the I’suc of notes shonld be regarded as the ordmarr 
business of a bank and that there is no danger of issniug paper 
money in excess of the demand for it Y«rovided paper money 
Is alwavs kept convertible Comertifadity and good banking 
are regarded as projier safeguards against any excessive issue 
of paper money According to this tlieorv, if the notes are 
alwaiys kept convertible they cannot be issued in excess and 
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con^eqneBtly, the eviU of inflation and depreciation cannot 

ib) The ( vrrtnry Throry — ^The adrocates of the ctirrener 
principle point ont that bank paper ran vary ipdependentlT 
o! the nittallie money in whO'C place it has been LMnedand 
that It can be i«sued m excess of that metallic money srnich 
It n-plai es Thu causes inflat ion and creates an extra demand 
for paper money Vceorrfintt to tins theory constant conrerti 
bility IS not a proper rafejuard and, thtrcfoTC, the bank 
paper mo<t b<* rp;mhited by law fo present cxcewirc issue 

Thtre IS an thrrent of truth in both these principles, 
but It 15 interesttn;; to note that it « tbe cnrrcnc} theory sshich 
has been put into practice and the Bank of England, the 
Imperial Bank of Germany and the banks of the arc all 

oiyacirrd on the currency principle with regard to their poifer 
of issuing notes Tlic Bank of Irince is an exeellopt iDustration 
of the Banking Theorr Tlie general experience of all banks 
IS m anppfJrt of the Banking The'irr 

TliP real i»<ne w whether a bank can issue notes m excess 
ol the demand of the business comrotmitT Issoidj? notes is th* 
same thing as extending credit A bank pres its notes in 
exchange for the bills of exchange or the pronii^'ory notis of 
tlie custwTitTs opexaUoa tt k^&seri a% 

Obviously these promissory noUs and bills of exchange wiU be 
di«!onntcd by the holders only sebtn they require money for 
carrying on their business Tberefort banks cannot issue notes 
inezce«8 of the demand The increase in •business does not come 
from an increase in the deniaod for edrrenty An increased 
demand for correncr is a consequence of large and growing 
business and to say (hat notes can be issued in exce<s of demand 
IS to nuatakc effect for cause The bankers own interest works 
against over issue If tbe banks usue more notes than is 
justified bv the demand of businesses, the excess will come to 
them cither to be kept as deposit whereon they wiU has c to pay 
interest or tlmv snll be presented for conversion into specie 
which m either case will gubject the banks to loss 

It does not, howeser, mean that the issue of notes should 
not Bnbjc*ct to regulation, because baukinz is not always 
eonnd and careful and it is quite possible for people to be earned 
away by extravagant expectations of buaines-t growth and these 
gpecnlative tendencies can be accentuated by banks by lowering 
their di'coont rates Again, people do not always press for 
convertibihtr and notes sire not. pTesented for conversion 
eii b'(v and banks can create confideace against convcrti 
bdity liank may issue notes to excess'' of the demand 
and subject the community to all the evOs of luOatwa 

Thus it u neci3«aTy to aafeguard the issue of convertible 
papf-r by banks in some way or other \ anons measures have 
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been advocated and put mto practice to uife^aard against 
thu evil (1) Ono group of those methods seeks to remedy 
the evil by acting direetJj on the issue by fixing a limit to the 
amount that the bank way issue This theory assumes that 
a eertam amount of money is alaajs needed by the business 
commumty and that business requirements cannot fall below that 
requisite minimum This amount of currency will be us good 
as gold for it will mver exceed tht demand for iiionej at tho 
current range of prices This nn> be paper as well, and it wall 
neser be presented for oomtrsion to an\ great extent The 
objection to this mode of regulation isthaf it inakis the emrenev 
inelastic and dissociates tho nolt issue from the close corres 
poudinro with business mwls and theckmandh of trade which 
is very meessarj for economit de\«lopnient Such a measure 
18 iu no waj diflerent from the lumncj priueiple (0) The 
seeond group of methods «onsisld of those whah act on tho 
restne The rigiiiation of the riMHi mcliulmg not rnirely 
specie but bonds stock and cotmmrcnl papir also may be 
efTeCted tu various wavs 

(«1 2*c lictrrrf Vetoed — Vccorrling to this 

iTKtliod the law ^ quires the issuing binks to keep in slock 
a cirtam quantitr of 8pe<M at all times irrespectivi of tho 
amount of iintis put out Tins nntlimi is pnjti licial to good 
management and afTonIs little protcition Tin object of such 
a rcsene is two fold lirstlr to protect tin bank against a 
possible danger of fuilun tonaleim it« obligations and si condhr 
to afford nlief to peoph who need nu*ne\ when it is not verj 
onsv to git u Tlii'c piiriM>«s are difeated in firms of 
eimrginty or a tmu if ib' binV, »s to ki«p the resitae at a 
certain ininininni Tins means tbit tbe bank should stop 
converting notes into stand ird monev Inyond a certain point 
and when the nscrsi falls to tb* iiiinimnm llxul bv Iiw sonu 
pc'ople f«iir that tin nolss posv-e-i**! bj them m»\ not be 
rtdetmed In tbe bank Tim wdJ indiiri them to pnsmt 
tIio<e not(s fur rvdiiiiption und thus tin isUwhuh tin re«trve 
Is inten led to phsmt will acosniuaUd 

(6) riie I'roportionnl Pcfrrre VrtAod — Viccirding to this 
method the law insists on the biiik to keip in resirvs a si m 
which will lienr a ortain jrajioiiion to tin not* is«m lor 
• xaniilc, If the amntmf of notss In eireiilatum is Its eO 000 
and the resine nqmreil by law is one fourth of tbe wsm or 
r« -0000 tbe ndmipfion <if I 8 fi 000 worth of notes will 
nslnc* the amount of notes issueil to I s (”> 0i)0 , but the 
anmunt of the ts serve also woull bs b<*cmd bj a correspond 
ing amount and it would fall b<low the hgal prtijiortion 
\Miaterer ndraolagi is posaesssal by this in«fho«l comes from 
fixing till rvsersp at a high proportion to the total issue 
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Though a large rt?er%e vonlA bctttr jifcguard the converti 
bility of notes it woul 1 not in^oUe a Rirat saving of in'« "tment 
in nutaihe raontv It la aho open to the name objection to 
which tin minuntiin re«ervo method « subject Tins system 
ha’ been recoinmendetl for India by the Iforal Commission on 
Indian ( umncj md 1 xebange and al«o by the Leserve Bant 
Committee 

(( ‘ The Simple Depottt Mtlhod — According to this method 
the bank should keep a stock, of *|ieco equal to the amount 
of not<s 1 sued It mas be safe but does not en-sure economy 
ex<< pt that whieh nri«os from the n ere saving in tbt wear and 
t<<ir <f coins The notes mued are given the charatter of 
warehouse receipts or deposit tertificates and the) do not 
pf”» a the advantages of bank money Moreover, the metaUic 
K~er\e is great tcmptaliou to the authorities in times of 
treasurv distress 

(d) The Pariial Depotii JMAod— Under tins method 
the bank tan issue a certain j roportion of the notes against 
stocks and bond?, but all further issues must be supported 
bv a specie reserve This method is adopted by the Bank 
0 * England whuU is i>erm»tte,l bi law to i»6ue a maximtun of 
£17^00 000 of notes on the seennty of goMmiiieut bond** 
Its mam advantage is that as the amount of note usne mereascs 
the nietalhe reserve also iDttea«es proportionally But on 
the other hand, it depnves the bank iai>er of thi qunlity of 
elasticity The quabtv of elasticitv in 1 ngland is secured b) 
the cheque habit in spite of the existence of this system 

(e) The Ifond Deposit iletbod — \rcording to thui method 
a bank is not required bi law to keep a moialbc reserve , 
but it can keep a reserve of stocks and bonds and of gilt edged 
securities on the strength of which notes can be issued It 
la open to vanoos objections One objection is that the bond 
security by itself does not secorc convertibilit) of notes and m 
case of stringency the bonds have to be sold to get gold which 
will force down the price of bonds and rai*e that of the gold 
2 urther, the bank has to invest its capitil in the purchaso 
of the bonds instead of leaving it free to discount commercial 
paper It makes the issue of notes inelastic as the volume 
of these notes depends not upon the needs of basmess but npon 
tlie value of bonds which will nse if they are to be purchased 
in large auvonnts, and therefore, this process becomes less profit 
able Moreover, notes issned in this waj are not necessarily 
safer than notes whose is^aes are based on a partial metalho 


The Piducyy l,sx,e <4 the Bank ot > ngland wai gradualb 
jMreMed JmmfiU 000 000 in J8|4 to £->«0 OOO ^ at which it new 
sfan is hce n* Lmdm J/owy itar^rt Fourth Pdition bv W F 
Spal liDS pp 48 and R3 
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tor if tlio orctlit of the florenunrnt Is iinpaircil tho 
pnc« of its bonds will ro dawn and tho s<curity iiill !>» 
losscnotl It Is aho ohJiH tiontbk bioattso it makes nim’arv 
ft porroanont public debt 

(/) Thf lunti Veihod — Vccordinj: to this method 

the note 1 ‘suin" InnK* an ncjuind to conlnbiite to a lominon 
fund of specie which will l>e deposited with the eomi troller of 
the ciirrencN or with aonii other ns}onsib1t public ofheni 
Out of this fund notes issuetl br an) of these hanks will lx 
conrertoU into stan lard iiioncs If the fund is impairid b) 
such nalemptions it most Iw it stored h) further eontnhuflons 
Its adiantiffe Ins in tl ♦ faei that it I i*c s tin \uluiiic of notes 
ahsoluteh free to resiwind to biisituss nqtiin mints and trade 
demands and leaais ih» capital stewk of the batiks free for 
ordinarc 1 ankin^ buMness 

(j) Votes issued on fhr 'sirrnyth of thr Ori/omt tssets 
of tAe /fliil — Vciorilin-r to this nntliol no n^int is kept for 
th« coiisertihllitr of tlu notes but tiu) an to Ik tnatid as 
liabilities of tin bank s«cnns| on lU ] ru) rt> an 1 frcneml 
credit This ssstcin prosihs cn it slasti lU to the issiio of 
notes nnl is sib uitti soot t>ankiiiL tiiii tnnkms is not 
nlwnys safe and j ni lent niid then fen this method is hkelv 
to cause n tmati r hardship in iimis « f f iihin lorthis ri ison 
whin this tin tliod IS iida| t(d tin noltsan iiiiU ii lirst Inn on 
the assets of ihi issiims bank 

\ disdisnon of tlnse n>«lhol< makes it ch ir that each 
one of tliom has ffot its dis idvaiitn^* s It does not s im 
{ossitle to disisc a milhol of nsirei winch would 
aeoim conMrtihihts make the lurrene) ilastic and at tin 
samt tmn asoil <sres«i\e Msin inllition mil depreciation 
It IS quite probable to s'Cim tln-ie ads intapis b) a combina 
tioii of Tariotis mithols Vny imtiiod bj which note issuc 
is nfiilited must hnsi certain ahuntai^is i-irstlc it must 
result m the priatist |H>saibtc wonomy of ircnous metals 
leaving the nal capital fni fortli u'si of the nation buildin? 
depirtnunts “vKondly it iinist isoilthi d ingir of excessire 
issue ami consiqnent inflition and thinll) it must ensure 
comcrtibilit) of notes 
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Inflation and Deflation 

Mo'^ET J9 onlj a raean'i and do‘ an cn I m and its 
importance lies in its worth in ttrms of commodities A 
change in the monetarr unit in raclia war that it may be nnifonn 
In Its operations and raav affect all transactions an 1 all classes 
equallr l« onimportant \n all mund change in the monetary 
system leawng ererrthins <I e as before »dl not produce anr 
new consei^nences ereept that more coins or less coins as the 
case mar will bt tefinm-d to affect the same exchanges as 
before If the change is sneh that a man gets twice as manv 
coins as he coni I get formerly for his commodities sold and 
service* tendered and if be at o | ar® twice as much a* former 
It Iot all acquisitions and satislactiona he will not at all be 
affected 

Changes in the ralne of monev or in tht. pnee Jevel are 
important onh because their iniidcnce is unequal ^^heo the 
value of money changes it does not change eqoallr for all 
but affects rome in one direction and others in other ditectioM 
Simc are beneflte<l and other* injoreil by a change m the lerel 
of prices or by n change in the value of money The floctna 
tions in the valnc of monov have been rerr violent since 1914 
Tie change has lieen soeb that it constitotcs on* of the most 
sigmLcant events la the economic hi*torr of the moilem world 
It has been vi ited on a soeiclv who e cconoTfiic organization 
IS more dependent than that o' any earlier epoch on the 
a« umytion t’at the value of money wonld be fairly stable 
L p to Id" 0 there was an unptec«len*ed expansion in the sapplv 
of cuTTCEcr m all conntnes which was followed by a contrac 
tion of carrenew m all conntnes to the same extent 

The former proces* is knowTi as inflation and the latter 
as deQation Inflation means an extraordinarily high expan 
Sion of currency an I credit beyond the requirements of trade 
commerce an 1 udustnes at the current level of price* It is 
generallv resorted to bv Government in times of emergencies 
when Its credit is very low and it cannot raise money without 
parma an atnonnallv high rate of interest Then it xssnes 
inconvertible paper to get the advantage of raising loans with 
out paying any interest Inflation may also be brought about 
bv banks whin they are given the power to i»sne notes with 
out anv law regulating the-r Lssoes Deflation on the other 
hand denotes a contraction of cnirency and credit relatively 
to trade reqmrements at the current price leveL This like 
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inflntion implies a dolibente actioa on tho part of tlie monetary 
or currency authority I'rof Ivtyncs <U fines deflation as The 
policy of reducing the ratio between the rolunie of a country s 
currency and its requirements of purchasing power m tho form 
of money go as to increasi the exebang raliio of the currency 
ID terms of gold or of commodities ‘ In other words, it is a 
process by which the internal \alu» of the monetarj unit is 
raised with regard to commodities and sen ices This in 
creases the purchasing powir of niomv and insohes a fall m 
pnees, wages and salaries in terms of the monetarr unit 

Both these processes alter tin di tnbution of wealth 
between different classes of society in 1 sho affect the prodne 
tion of Wealth and botli inro’ve gnie mju tuc to the different 
clas‘<e3 of people Inflation h nion. injiiru ns m the sphere 
of diatrihution and deflation in that of the j roliictinn of com 
moditios XSc shall first consibr Iht elTccts of inflation on 
the various classes of people I or tin purj of this enquiry 
Keynes has on the priQCudu of comcniemi followed a triple 
classification of sociotj into (1) The In\ «tm Class The 
Business Class, and (3) The laming (liss Though the dm 
Sion js not clear cut becaucc the same imlivj iml ma) be doing 
all these functions, yet it is none tin liss real 

1 The Iniciting Clasr — Many of tfn purposes served 
bj money depend upon the assumption that tlu real value of 
monev is constant oser a period of time This is the assnmp 
tion undetlvmg the contracts for tl e investment of raonej 
People Invest money in bonds rtebonttires shins etc , ob 
the assumption that th« value of tJieir mvistment ivill not 
change adversely dnnng tho time of the Lontinuauce ol the 
contract 

The investment system existing at all times and being 
associated with money economy deselopid a new and incre^ 
ing importance during the 19th centoiy This is one of tho 
concomitant phenomena of mo lorn capitalism N^ith the 
development of modem capitalism the management of pro 
pertj has hien separated from its ownership Those who are 
the owners of proptrtv in modern tunes seldom ^ 

themselves The function of managmg affairs is delegated 
to what are known as entrepreneurs The proprietor in some 
eases may retain tlie ownersliip of the property, but may part 
with Its management This is typified by a holding of o'cai 
nary shares in a joint stock company The ordma^ share 
holders in such concerns are the owners of land biuUiings, 
machinery and everything else, but they are not the managers 
of the concern In other cases the proprietor whilp i arting 
with the propertj temporarily is to regam it at the expiry ot a 

* ‘'ce bcvae« A Tra<l on Vonetarg Pf/onns J It* ** 
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stated penod of time and rrceiTM a fiii-d sum of ironev annual 
ly in tie meantime ey.m tbe ca«e o! lease In oW? 
cav« the owner may tionnaneDtly part with the pniperr 
in return for a perpetual or lenmnaWe annuitr In the latter 
event the pnnapal sam of money w to be repaid at tl e en 1 ot 
the terra eg mortpa^es bonl* preferential shares etc 
All the«e are typical ca«<8 of mvea^nient but tl e Ia«t type m 
which the ownersl ip and mana-ement arc eowpletely separit 
cd represents tl e full dereloj ment of investment 

■With the adven* of n odem capitalism the propertied 
classes have been divided into two gronpi — the bu5.ne«5 men 
wl 0 e incon c is knonn as proft« and the investors whose m 
tome IS interea*^ and rent This separation of functions has 
tna'bled the entreprenenr* to nndertaVe the nshs and utilise 
tbwr own wealth an! that of the community TbLs system 
has a!«o enabled the profe* lonal and the propertied elas'cs 
to find an employment for tfeir re«onrces with little trouble 
and w T>on ibQity 

Tie system facilitated the gTo»-ih cf wealth on an un 
precedeottd scale and bnrogbt the vas production of goods 
made by machine wiihm tbe means of onbnary people It 
was rerpon'Tilc for the change anl tnn«fcuinatioD that toot 
place in the 10th century in all Furopean coontnes m the 
orzanuation and sue of lodastnes Tbe real caQ<e of all this 
progress lay in the separation and •fx-cialization of functions 
brought about by tt-e (acibties ot investment Tlie savuigs 
were seld m drawn on anl aceomnlating at componul 
interest made possible the matenat tnninphs which we now all 
take for granted The rnorab the politics the literature 
joined in a grand con.»pira<.v for the promotion of saving God 
and mammon were reconcBed 


Tbe system worke I wvtU facility and brought about th© 
expansion of bcaice«»es Rut the mvesting class depen led 
mneh upon the stabilitj of money Tl e confidence in the 
etahlity anl safety of a monev contract became rooted sa 
Ih*’ verv nature ot tl c people l>ul the value of money never 
remains stable for long Jn the iwt abo from the earhe't- 
tunes owing to tbe f r ancial neccssitica of governments and the 
Bnpenor influence of t! e dtbtor class or bu'mess men inflation 
has l^n reported to Put the wav we use money m daflv bfe 
makes ns forget the fact that Us value cm depreciate and w© 
l>egui to look on monev as the absolute standard of value 


It is only natural for a man to regard as pennanent what 
has K-en normal for about three gentrations The course oC 
^ faTOnred •nch ideas aboot llio 

"'™<T Up to tW* Joi- aJwot 

Oaetoa lon m eilher diteclioa 30 po,„„ „„„ter 
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iie\ or rjoing above 130 and never falling below 70 (1896) Gold 
standard had thas proved reliable in practice * It ■was not a 
surprise, therefore, that the investing class looted upon the 
stabihfv of the value of mone) to remain permanent In the 
earlv part of the l^th eentniy the investor had done verv well 
in time \\a\s (1) the capital value of Ins investment had 

ai»preeiatcd because of a steady fall in the rate of interest, 
(2) the purchaMns power of the annual money income was 
increasing and (3) the investmint wns a good one Custom 
and ovpimnct. had acquired for such investments an unini 
peacTubh reputation for secunly 

These fortunes already began to snffer some loss after 
1890 from a rise m prices and in the r\*cs of interest But after 
1914 their loss became coiisidirablc and thi monetary events 
after the ar took from them about ont half of their teal value 
in England, seven eighths in Prance elcvin twelfths in Italy 
and virtually thi whole in Oemianv Vustna Russia etc 
Between 189t» and 1014 the Engbsh msestor lost about a third 
lu the capital value of Iiis annuity and in the purchajimg power 
of the income and bctwciti 1914 and 19’0 the loss was again 
of one third and two thirds id the capital value of the anniuty 
andin the purchasing power of the income thereby respectively 
There were ho'sover two eireuuistances mitigating the 
loss During the War the savers savid much aud invested 
same mgoveminont securities aud with their larger holdings of 
the government siajunties Lad increased aggregate money 
claims on the richequer Secondly the investing class which 
lost money was orerlapptd both socially and by family ties with 
the business cla«8 which made ^lllfIeleDt money up to 1922 
In short, it can bi said that inflation is injurious for people 
getting Jlxed ineoims bv wav of interest and rent and there 
fore, discourages savings aKo inasmiicli as savings come from 
this class Indation is mjunous to ertditors as a class for thev 
Teteivo less m terms of commodities as the value of their 
money income falls in term? of commodities 

2 Thf Business Class — V period of rising prices due 
to inflation of eurrenev stimulatis enterprise and benefits busi 
nes» mm It is advantageous to debtors ina^mnch as they 
Tctnm much less m the form of commodities when they pay 
their debts in a dejirtciatwl currency Those who pay fixed 
sums of money yearly stand to gam because their fixed money 
payments will bear a much smaller proportion than formerly 
to their money turnover when the currency has depreciated 
This 18 so even when the prices settle down at the higher level 
In Furopo the famicra who had raised by mortgage the funds 
to purchase their lands gamed nraefi at the expense of the 


Keyne® A Traei on Alontiary reforms p 127 
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creditors In the transitional period ^hen the prices nse month 
hy month, business men gam much because they buy beiote 
they 8(11 and in the meantime the ralne of their arUcles 
appreciates much ’Kith esory faU lu theTalue of money. They 
can make great fortunes m o few months if the rise^in prices 
IS very rapid Further, bnsiness men being debtors inasmuch 
as they borrow money stand to gam much, for they pay nega 
tive interest even though the rate of money interest is a posi- 
tive sum Suppose in a period of rising prices a business man 
borrows a sum of money which is worth 100 m terms of com- 
modities and agrees to repay it at the end of the year at 5 per 
cent per annum "When he rclnnis that sum of money the 
value of money has fallen or which is the same thing as saying 
that prices have risen and, therefore, at the end of the year 
It represents, let ns say, 90 m terms of commodities At the 
end of the year he returns at 5 per cent only 95f m terms of 
commodities The lender has got only 95 J even though ho 
lent 100 in terms of commodities. The real rate of interest is, 
therifore, Minui 6| per cent though the money rate of interest 
js 5 per cent because (or every 100 m commodities the borrower 
returns only OSJ In the same way if at the end of the period 
the real worth m commodities of the sum of money becomes 
110 while it was 100 only in the beginning, the real rate of 
mterest bieomes 15} ptr cent 

llosiness men thus gam in a period of naing prices It 
u true that if the nse of pnccs is foreseen, the money rate of 
interest also moves upwards, but it can never be so high as to 
neutralize the gain to debtors In other words, the money 
rate of interest m a perio<l of rapidly changing pnees seldom 
adjusts it*clf in such a way as to prevent the real rate from 
becoming abnormal In Germany in 1923 with the final 
collapse of the currency the moniy nti of interest reached 
the stnpendouB figure of 100 i>er cent per month, but the rate 
of cinrency depreciation was so great that the borrowers were 
stni making money* Sunilarly, m a penod of falling prices 
even one per cent bank rate is oppressive to business men 

In a period of rising pnecs busmeas is demoralized for that 
element of certainty and confidence which is the foundation 
of progrcM gtts paralysed and among business mono spirit of 
getting nch quickly is fostered winch encoura'^es speculation 
of the worst type Further, enttrprue is ducredited because 
the high profits of business tneu are regarded fts causes of 
ruing pncca and they are looked with an air of suspicion 
reapvDS the gains for themselves If the fall in the value of 
money discourages investroent, it aho discredits enterprise. 
Put one advantage of ruing prices it that the srains to biisi- 
nest men encourage sav ings from investors 

* A TraH <w Jfanrfar, rifoTmt, p 217. ’ 
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3 The Wage Famxng Clatt — It is a conimoa notion that 
during a period of rising pncos wages lag much behind prices 
and labour class as a whole m hard pressed Hut jlr Keynes 
IS of opinion that though tins may have been true m the past 
and mav be true eren now with regard to ill organized labour, 
important sections of labour id the U S^V and h ngland gained 
much m this period foUo^ang the breah up of tho War According 
to him, thej tonld obtain monev wages c<itial in purchasing 
power to s\ hat the} had before, and besides, secured a real 
iniprovomentin their situation m the form of reduction m hours 
of work It sins due to tho existmce of orgamzations among 
labourers and also boeauio enipIoye« or liusmess men had 
been gaining notoriously neb and could afford to share the 
wandfall gams with labour Public opinion in such times was 
ivitb labour and the employers tlieixfore shared with work 
men the good fortunes of the day 

In flne, inflation is injnnous to tlic mrestor, beneficial 
to business man and m modem industrial conditions prob 
ably it is bcnellcial to labour as well Inasmneli as it is 
injurious to the investor, it iliscourages strings and thus dis 
courages tho growth of t ipital also Tlie distmctfon between 
capital and incomes is confusetl in such times and tho incrcas 
mg monev aaltio of eaptal obscures a reduction in tho real 
quantity of capital stock In siuh times a community fails 
to niaki gocKl Its current depreciation 

Diflation has opfonte tendencies It benefits tlio 
In> eating class at the txpenao of the business class and labourers 
also gmirallj Buffir the consequeiie« a of iinimployment and 
low money wages nllhoiigh as consnimrs they stand to 
gain ^^e hare alreadj s»en tint a change m the measuring 
rod of a nine afficts a retUstrtbolion of na\ wealth between tho 
three classes of socitfj Tlit busimas men, the active mem 
bers of society, can nilniim'*e llieir losses or mcreast their gams 
if tht\ can foresee such elianges lo prices If they expect a 
fall, thtv will reduce priMliictioo and minimise their los«es 
though soclet^ as a whole n imporen^hel b\ such enforced 
idleness If th<> exjwt a n<e they will swell jroduttion by 
increasing borrowang In othir wonls the intensity of pro 
diictiim is largolv govtmed under tbi. existing conditions by 
the anticipations of rtal profit# by tht enttapnneurs Moilem 
jroduction owing to tin very leehnical j roctases ins olres risk# 
and these risks increase with the increase*! complication of 
the technical prottssts of oianofacture Tlie extent of tho 
n«k and the hngth of time through which thu risk must bo 
earned art much greater than they would be m a self eontaine<l 
society This inrrcae»\l nsk is the pnee which societv has 
to pas for the advantage# of • high d«gree of #iH-ciahtation 
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To provide facilities for the undertaking of tins nsk is one of 
the greatest problems of ioo<lcm economic life 

A considerable part of the nsk u dne to the fluctnations 
in the relative value of a commodity compared -with that of 
commodities m general dating the period of the commence 
ment of production and the tune of sale This nsk is Inde 
pendent of the vagaries of money But a portion of the nsk 
13 due dircctlj to instabihly in money value The disad^an 
tages of a deproeiatiug enrrcncy have already been consider 
cd Tbere are great hardships owing to deflation also 
A geniral fear of fallmg prices decreases production Entre 
prtnturs in snch circurastauccs are reluctant to undertake 
risks Falling prices injure them because « hen they sell goods, 
pnees become lower than when they make payments to various 
kinds of labour and purchapo raw matenals Thus the fear 
of falling pnees causes them to curtail production bmcc 19“’! 
onwartls up to the present dav pnees have been going down m 
all conntnes and business depression is growing Trade is 
falling and mills and factories are working at losses In 
India specially the present depression is largely duo to 
dcilatioD brought about by the maintenance of the Is Of 
ratio 

Deflation hnnging bosme«s <!epri««ion in its tram causes 
hncmplosTnent mills wor^ part time and others stop 

siork cntmlv and hence some labourers work narl time and 
others liaie to go without work 


Creditors on the other hand gain because the value of 
money appreciates between th© time of their making advances 
to debtors and the time when Ihev receive, their inonev back 
The purchasing power of their monev increases People 
Wath hied incomes also benefit fo the titent of the increase 
in the valne of their money income balaneil men and wage 
eannrs stand to gam as consurocm liecause of falling pnees, 
but probably there Is a net Joss to them because of a fall in their 
luonev earnings and hecaose of an lotrcose in uncmploj-nieut 
wc then that inflation and deflation have thtir charac 


tcTistic disadvantages Tlie lortner is unfavourable to savers 
and the latter to productrs an I labourers Deflation canscs 
injustice to borrowers and inflation over stimulates produc 
tion On the whole deflation is much worse than inflation, 
because it is worse to ironiote unemployment than to dis 
appoint the rentier Hut one evfl is not to be preferred to 
another and Jioth are to be shunned Currency disturbances, 
thmfoTt, should be- carefully checked by dehlierate decisions 
on the part of the currency authonty 


s 
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Currency Relorms 

We hare seen m the last Chapter ho^ important it la that 
the measunns nxl of ^alue ithoiil I be stable and that flnctna 
tiona in it should be redueed to the minimum We hare also 
considered the effects of inflation and deflation on the cnrrcn 
cies of \anou3 countrns In this Chapter we shall sucgest 
Bomo of the reforms that shonhl be earned out in such cases 
It must, hovicvir be made clear that nmcdies applied m one 
countrv may not be applicable to the contlitions of other 
countries and, therefore, diirirent polieies necessitated by 
diffcrencea m conditions shout I bi followed 

In most oonntnea the mstabdity in the value of money 
has been due to two c,au«e« the fulun of the national enrren 
CIOS to remain stabh in terms of the standard of value or gold , 
end the failure of goll itself to nmain stabh m terms of pur 
chasms pooler bonio people behere that ilie restoration of 
the gold standard or onstmng the conrertibihty of each national 
currenej at a fliixl ratt m teniis of gold inll achiere the object 
and that, therefon the mam question « 'ihether to restore 
the national currencies to their { re i\ar level » e thi pre war 
gold >altie Or to tlie present aalm Thi« h a ea«i of diflation 
tfrtiiB diviluation The foil iwing nhrant questions ore to 
Ik lonsilend whenoi»r the ctirremv stability is to be brought 
about after llu efToet« of a catastrophe likt the Great \\ ar 

(a) Devaluation tcr*u> Deflation — Shoiill wc fix the 
standard of ^alue at tl« present valin or the value tristing 
nt the time of ciirrentv r« forms — th« standard may be goH 
or not — or the standani of a ilni shoul I be riston. 1 to its 
/omier lertl or salitrf (bl •'boiiH «« aim nt stability of 
prices or at stabilitv of «achan,.e? le whither our aim 
should be at stabilizing the salm of the currenea of a country 
in terms of mternal purclasing jow*r or In terms of the cur 
nneies of certain fonign countnest (c) Is a gold standard 
the host avaiblilc nutho^l in practice* Thp^e wire the ques 
tioiH liefon the statesmen of the various countnes of the world 
prior to the nstoration of their cumiiev Bv«lems 

(it) I>era{u<itton rersir* D^ftun — The pohev of stabi 
lizing the value of the currencj of a eountrv somewl in, near 
its present aalui without taking into coanderation its pn*- 
wnr table is deialoation On the otherhand, deflation means 
a rxHlnction in the quantitv of the currency of a countrt to 
appriKiati its table m t».rms of purchasing power In other 
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■words stabibzation of the cnTrencv at its former raloe means 
deflation and stabilizing its xalne at the present depreciat^ 
Talue means dcTaluition iJp to 39‘’3 the policies of the 
Tarions countnes were not clear whether they were trying to 
stabilize their currencies at the pre war lerels or at the post 
T'at levels Most coontnes wanted the prewar levels, nut 
thev failed in their attempts Later on, probably they rcaliz 
c I tlieir mistakes and gave op their idea of stabilizing tho 
eurreneies it tl e pri. war levels 

The m un arguments against deflation are (1) It has very 
disadvantageous elTects as il changes the existing standard 
of value and its effects on distnbntion of «calth are injurious 
bioau 0 It involves a transference of wealth from other iiiem 
bers of socielv to the investors It also means transference 
of wealth from borrowers tc traders manufactafer«, 
farmers etc to lenders (2) Its effects are very harmlnl to 
business and social stabflitv The policy of raising the value 
of money means a fall m the value of goods or, in other words, 
a fall in pnees which gives a groat set back to bnsiDe«8CS It 
leads to a fall m the valne of goods and stocks that are lying in 
thegodowns of merchants Thev will therefore, Uke to dis 
pose of thtir goods to prevent a further fall in their value and 
to save them from further losses This in itself aggravates 
the tendency of prices to fall Moreover when the value of 
monev « expected to rise, tl c borrowers in repaying their debts 
will have to pay more m terms of commodities and this leads 
to an increase in their liabilities Therefore they like to curtail 
borrowing and as businesses are carried on with borrowed 
money, it curtails businesses al o (3) Another argument 
13 that deflation m suffiaint d^;ree to restore the currency 
to its former level is not possible specially when inflation con 
tmues for long as during the war tune for the burden on the 
tax payer would be extraordinarily heavy To pursue this 
policy in jractice is impossible yet manv countries by pro 
longing this process obstructed the course of currency reforms 
Thus restoration of currencies to pre war levels was 
neither possible nor desirable But then why was it that 
certain countries tried to follow this pobey m spite of its dis 
advantages 1 This brings ns to the mam arguments m favour 
of deflation (1) To leave the currency at the existing level 
im-ans an injustice to the creditor* and to those who get ^ed 
money incomes It is, therefore, a breach of contracts and to 
restore its former value would be an act of honour It is 
claimcKl for deflation that the raising of the pnrehasmg power 
of money is necessary m the interest of pre war holders of 
stocks and other fixed latcrest beanng securities It is true 
that inaatioc. ha* doae- veal lajwrj to them and ideal insHee 
would require the restoratioii of the parchasmg power of gold 
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to Its prt war lore! Hut this cliss of Interests einnot he 
tnatpcj ficpmtch Then, nro holders of war loin bonds 
whose contracts ire conipirativtls recent Deflation woiihl 
not only riston thi Mine of prcwir bonds, but of [>ost iiir 
bonds nDo and tlins flu lotnl claims of the bond hohbrs would 
Ik nis(d liejond their real cliims Orint injustice would ho 
caused to a pn it mijorilj t>f dihtors in order to do jiistioi to v 
minontj of cnditnn* Most of the tnonc) eontmets still out 
sfindin" were* entind Into whin the real worth of nioniy w is 
whiit It was at tin tone of ciimtus nfonns and not whit it 
was in the pre war divs Tin preif nii«s of such eontnets 
beinp of Mrv reecnt oripln, all of ttniii do not nqiiin the simo 
treatment TIu pn warbmd hohh rs could not hi tnatfdscpi 
ratelj and, thenfon, di nation n undtsmihle (J) \notiier 
irpument for ihlhtion is that tin nstonficm of cnrrentv to 
the pn war level woull rust t counlrj » financial pn stipe 
nndenitteonlldenoefortlu fiitiin Tins irpiiiiiintisulidonl} 
when, inllation or the fall in tin lahn of mom v Ins iioti xisti 1 
for loii" ind, thenfon, when tin nirnini c m bo restored to 
its prewar Iciel at an earls elite Itiit if inllation has eon 
tinned for a lonp (mi« so that the r<sie>riiiiii cannot hi to tho 
prewir level, tliere is ne» iw« t** ritsi tin value only bj a 
little Tho resteiratioii, if it was to liki phei, should have 
been the ixact prewar loel The llnanoiil prestige of a 
country cannot be enhanced bj raismp the viliic of its 
turreney only to a pirtlal extent rinrcfon in cases wJure' 
tlie* cnrroiKj has stilTered asesen anil pro! msiel depreciitioii 
the right poluj IS lies duitioii ut the existing Mbiii to whiili 
ceimiiuree ind wa„is an aljusled (t) Deflation is said 
to be lehantigeuus Ineausc it n luces east of lump ami 
lain (Its labour V rise m th salue of money means that tim 
same qiiantitj of if will procon mon go Ms aiiel tliorcfon, 
labour will saic ilsnunej iiicornc Itnt tins ls only a diliision 
becaii>-o a fall m tho i ntc of tomino lities will also me an a fill 
in the ince of labour and if iiioiuy will purchiso more pools, 

It wall also purchase more iahoiir Then fore tho inoncj 
income of labour will deen isc (1) It is also pointiel out that 
de nation will enable fmi^n powls to be. purchased more 
cheiplj and that the bunltii of foreign ineUbtedncss fixed in 
terms of gold will be discharge I with less efforts Hut jt 
imports fall in jiriee so will exports fill and on tho whole there 
may be no advintape Importers may gam but exporters 
will lost Vs foreipii elebts are pud for by exports, the 
burden of such indebteefness will not elecroase Devaluation 
13 preferable to dollition specially when inllation is long 
continued 

(6) Stability of Prices rmut Stability of Fichange — 
The rites at which tho currency of n country will eichango 
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•with that of other countries depends upon the relation hctwecn 
the incc level of that country and that of other conntncs 
It follows that It IS 1 erj diflicull for cschange to he stable 
unless both the internal price lead ami the external price level 
remain stable Tlie extimal price lead is out of control Tlicn 
eillur a country must haie control over internal pneo level 
or allow Its cxelian^c to follovr tlio external price, level It is 
desirable an 1 expMunt to keep internal price level stable 
lieforc the Great War when cverv emlizcd country was wed led 
to the gold standard stability of excliange and not stability 
of pnees was the aim The mam reason was that the pnee 
fluctuations wore moderate though the fact that people dil not 
like to trust themsehes to a less aiilomatie but more reasoned 
polKv ef stabilizing internal pnee level was another cause for 
aiming at stability of exchange 

Whether stabihty of exchange or of prices shonll be the 
aim will depend upon different nreomstances in vanons conn 
tries It will depend partly upon the relative importance 
of the foriign trade of every counlrv Hut the achievement 
of stabilitv of internal price lead seems more desirable 
6tabilitv of exchange is eoiiiinnnt only to those engaged in 
foreign trade and contracts ami l)u«iiie<$ exjectations depend 
lag upon exchange are far less than contracts which depend 
upon the coarse of internal pnees This is the ea«c even 
•with a country like England whose foreign trade is aery 
important 


The main argument in favour of stabihty of exchange 
seems to be that it is caMerto att-m stabilitv of exchange for 
It requires that the same standard of value should be adopted 

can be stabilized bs k^pmg index numbers and having faith in 
,ut unmbere are not very often reliable 

SJ SL desirable for two reasons In the 

S ren™ i bought to bc and 

In tnfl L ti nn!? t examination than it is often given 

In India tbougb by chance Ibanbv dehberate efforts internal 

adopt different stan lards of vXe different countnes 

afforded not nniw o .»»n iieforo the war gold had 

fenl1mVeSseVce?f« ^ 

would not has e been standard 

the di^eoaery of ^0 ^ Before 

falling owing to ironey bein' 

busine ses at the then ivni'c «. requirements of 

a, im tten pne, the himetelhjta had idrocatod the 
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atloi)tion ofdoublestandard forth© ^Id standard Theflactua 
tioDS m prices before the wir nere not as great as after the w ar 
and had they been so great it is doubtful whether they would 
have been properlj dealt with bv the pro war system 

In pre war days internal prices were adjusted to the 
evchange with outside world only very slowlv T1 e> 
system in pre war days was too slow in its operation in adjust 
mg the internal prices to the estemal ones The fault of the 
post war regime under which the price level mainly depends 
upon mtirnal currency and credit jolicy and the rates of es 
change have to adjust themseires to it is that it is too rapid 
and may act aiolentlj for only transitory causes But when, 
flnctiiations are sudden and la^e a quick reaction for mam 
taming equilibrium is nectssarj and de irable Therefore the 
pre war method is inappheable to conditions after the war 
According to the jre war method an adverse balance 
was redressed aery alowlj through bank rate If gold flawed 
out of the central reserves the bank rate was raised and credit 
was curtailed Tins rtduied the cinreno aud made the goods 
winch were sensitive to the ease of endit very cheap The 
influence was grjfJuolJi sjreal to the pm p« of goods rnferin^ 
into the international tra le until at the new levelforeign goods 
m tilt homo countn became deartr and homo goods abroad 
became cheaper This stimulated exports and discouraged 
imports and thus the adverse balance was redressed 

Tills method takes a long time and gold reserves might bo 
depleted mneh before compensatorv forces worked and in the 
ineantmie the rate of interest might haveattracted foreign capital 
or (Dcouragcd investments m foreign eoimtnes before the 
inttrml prices were set right But tbt po«t war method is 
much more quick and proved fairlj successful immediately 
after flic war With the pre war method the discount policy 
is all jiowerfiil for bringing about equilibrium between the 
internal and the external pnee levels but with the post war 
method the bank rate is an instrument for mfluLneing the 
internal pnee and through this the exchange also Exchanges 
can rorae to equilibrium without its aid 

(c) Thf Gofd Standard — I nder a gold standard, as 
already pomted out the standard money is of gold who«e face 
value 13 equal to its intrinsic value Onlv the standard money 
IS made full legal tender but this docs not mean that other 
media of exchange do not circulate Currency notes, token 
corns cheques etc may be and m fact are m circulation 
A\hat 18 necessary is that the convertibility of these other 
media of circulation should bo ensured m standard money 
Tlie face value of token monev should be kept at a fixed gold 
value either by the direct convertibibtj of the tokens into gold 
or by convertibility into foreign credits which are maintained 
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it a fixod gold value Or it mar be that tlieir supply may l»c 
fo lunited that though inconvertible, yet they may circulate 
alonK*idc goll com It ha* al«o a free mint and jKople can 
pr(«»nt gold bullion to the mint nod get it mannfacturtd into 
coins The monetary unit a equateil to a prescnbril quantitv 
<f tie cornu iKhty ^^lth a good banking system tie banks 
eupplv to tleir castomers the necessary gold for their dailr 
requirements 


T1 IS gystsm was prevailing before the war m nearly all 
countries titept India and Cl ina The monetarv unit was 
uniform not onlv in time tut in if ace also A trader cotill 
not Of ly exih lime a credit for future credit in his own connlr> 
alont \ It he eoul 1 do so for a credit anywhere in the worl 1 
It means tl at stabihtv of ihc stamHrd was at a fair level This 


fy l< m aorht 1 fairlv fmootblv up to the War and prices re 
Joined fairly stable cqmlibnnni bring estabb»hcd after slight 
disturbances Itut it did not work well during the war an I 
Tjched tJ e implicit confi 1« nee with winch people lia*! cotoe to 
regard it Tl e goveanments of Coro] e could not finance war 
"J" t^ation or I y genumr loans TJ ( v nsued floo Is of ineon 
Tirtihl pajier and gold was gradually banished from circulation 
rnorm ns stoc k» of gold went to \menca where also ennenov 
inilation wcame great and the purebanng power of gold 
diclined This factdisclovcl a weakness m the go) 1 stan lard 
‘n value of gold depends upon the fact 
at the accnmuhtel stocks of poll are large m compansoa 
of a>‘o orans n large quantita 

imnu!. '/! Circulation Tbi» large den and for currency 
ncil «« wt*' ^wal of a large quantity of gold from other 
mon.^ the valueofgoHnp lloodsofpaper 

^ of circulation and thcsnpi lies Icmg great 

atwoTii^i **' **"* for inlualnal purjioscs have to be 

iivpTT much if tie area of its circulation 

the mIv ^mmea with a few minor countries being 

« ET J Ml „ ,?e val’e’S coli "”''«'«» «I»™oced 

of g^t im^rtan™ ■M i(«iDE II o giaManl of valae faeoame 

fhe^UTS For duelling 

«honld b, comidelvd “t? 

TenQes jn terrHH or trooi "r® dcprwjation of the car 

itself Xht real issue i.*tV ^™dfy, a fall in tlie value of gold 

snU remain the “d space r r , its value 

The fat oneI!!dS,o„' ef «»1 over a wide area 
eoDsidered Teonle — has alreadv been 

standard was desirahU^ “ return to the gold 

as tiesitable and poaiMo or not Utet the vsi aU 
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tlip importnnf countma nhuh find their currencies on a goUl 
l)i«islKforeth« wnrailoptotl the gold standinl rnglanil adopt 
<d it in lOZl foilowid hr otiur countries Now Fngland haa 
tcmponnlj sustiended tbi gold standard in onlir to preserve 
her gol 1 nstrvts according to llio announcement of iJnd 
Septimber 1931, and other countries hast, followed 

Mr Keynes in 19-3 did not think it di«iraMe to reiton the 
gold sfandanl , liecaii'ie ht thought that tlio’e conditions which 
asen responsihh for its gool working m thi past did not exist 
in inj3 Others of the slIiooI of thought of Air Hawtrev 
Inheicil in the efTicaex of tli« gold stiiidarl and pnfemd it 
to a managed cumiie\ l<et iia neapitnlatc the aiguinonts 
employed hy Air K«\r»s to dmarl tin gold standard 

(1) In the pro war da\ si he gold sf tndard proMd elTective 
hecaiisethc prngressm thediseoura of goU mints roughly kept 
pace wuh the progress in biisiDts«(< tradi tnminerrt and 
jndnstr> This stag) is now | ist ant m future gold may 
iitlier he too dear or t«>o ch* ap ''inc« llu lijsi of ahont 
Tears no discos erv has so fir been m i h of am important gold 
deposits AMiat lias been in the past iiun not bo liktlv to 
take plac' m the futar< 

(il fn prewar turns tiu aalue of goM eleiionlel upon 
its dtmand for a vaneti of n«es uid a sutllci nt portion coull 
find its vras into tIu lioirls of \su without anv tloudiug of 
tho market Thu« mad« the value of told independent 
of tin policy or ilecision of a few iountriis IJiit the 
war prnducoil a great ehangi in tin-' <lirection Gold itself 
iKcaiuc a managed currencj and the 1 '' \ tould maintain its 
value with great difllcult) by artificial nuatis hr following 
a costl) i»oboA of burring in ils \ iiilts flu redundant supply 
of gold if the gold standird woul I be ndoiiti d, Air Keynes 
thought th„t Its value was likelj to depen 1 upon the pohej of 
time or four most powerful leiilral banks aitiug m union or 
independently because tin nm'saia gold r< serves of tho banks 
of the gol 1 standard eounlnis were likeh to be much less than 
the available supplies of gold Air Keynes prediction in tlus 
respect siems to havi coiiu out literalli true ind most of the 
gtoldsupilj of the worldis with tlie I \ and l>auee and they 
do not Want to part with their supplies The future of 
the gold standard entml> dej ends upon tho decision of tho 
centra! banking institutions of these eountries 

(3) Mr Keynes also believed that the I. b \ might 
elemonetiso golel to prevent a fall mits ' due and that the then 
polie,y of accepting unlimited amounts of gold was onlv a 
temporary measure The U ts V also has given up the gold 
atandanl now 

\8 the gold standard m the future was bktly to depend on 
the judgment of the statesmen and finance members of a few 
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counirH^^ Mr Kpj-pf * objpftwl toil* iwloi tbn in pn^'tiM* Ko 
di J DM tl ink tliai nnr from a mina^nl onmncr toulA 

Ik jk ««i! 1<? an i thirtfor* lio dncarilvil |!h Rol ! Plan lird In 
tmtb !!(> gfll ptandanl « only a barhirotM rtlic ani, 
thf'rpforp 111 dill not ilfMn It* ailoption It h truo tbat tl t* 
II am objiKt m tli pn-ioiralion of t! r Pta1>iht\ vl Im^inens 
pnci** jnd cni| Injnirnl anl f«r tlu» n-aAon tlm stal)ilit> of 
tic valui if ni ncv la <*swdm;:h niKK^'an? \a 3Ir Kcyn"* 
thon^l t tfjl It HI' not po*'>il»l« to mliiitc tlc«c objccta ty 
regtonnn l!* polil cnrMiiry, be ilil not faronr its adoption 
>fr Hawtny f n tl e «tl or hand, faTonnil f hr rcptoratlon. 
( f Cl 11 r< t la I natural or anlomatic cum net , but a nianacod 
n ir that tip a) sorption of goH for ciimncv pHri>o*es 
*t { till I o kcj t in control an I the di mand for gold abould bi» 
ngulatiil 60 tJiat the aalup of the cnrrcniy unit nia> not rary 
much TLia won]! re quin tbp co oinration of important 
banks m vanous conntnia Up regarded intiTnational co 
operaMon not an <.n«y matlir but as Fnglaod and tlie V 
ID hia opinion wen tie most imfiortsnt raonca narkets, tho 
STstim coull work witb tl <ir co-operation -wliich be rcgarilrd. 
as joaaiblc lie faroumi its restoration owing to three 
na ons ( 1 ) Hat poll woull bo n<CM«ar) for making inter 
national payments (2) that an pxiKrnnunt could l>e made 
without dcriatmg from tbp old policy, an I (3) that the Tested 
intCTPSts of gold prodoesrs jortihoil a ntum to gold Pot for 
Mr Kiync* gold Io«t it* itabdity and be ditcanlwl it, bpcau«J 
1 ffccl no coondPDCi. that sa old fasbionn! gold standaril will 
rrer gi^e US the modicum (f atability that it garp iTcjwttlo 
policy of restoring the gold standaril on its pre-war lines * 


Keynes, A Traei 
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The GoM Slandard 

At tilt jifMout tiiiii* thi* {jolil *tan Iinl lia? (o func 

tion ovtr t!ip ^rutcr i»art of the plobo The Arpcnfine and 
I ru"in\ Biittipnilttl pold immtntB in I>»*<‘eml»or 19J^ nod 
nlloHtd llipJr oxt}nn.!»a to «le|»rcciitt Canaila Introduced 
temponrv ro^trn nl the «nd of and the pxchanpt^ 
of Bnzil, Chilo, ^tnc^mh 1‘inRU‘it lini, \tiBtnha and 
>t tv 7* aland ft II tn inioaml nmitntd 1 m lor gni 1 export i>omt 
Tilt* Lnited Kingdom ahmdoiietl (Im poll standard In bep 
tiinlMr l*vn Ilcfnrt Hit enl of Otlolt r I'Hl all the Hritlih 
dominions nctpting Smlh Vfnta thi n<t nt the Untuli 
rmpin', tilt thrw btandmavian counin h Portugal Ppvpt, 
nohvia and finlam! Iiid all d pirtid fnmi gold lapan 
foliottoil la H«'<«mbtr (inati in \pril ‘'nai and 

I’tru m Maj Soiitli \fru i m 1) tinilir inj.* and the 

T S V In April injt la tlo sutaaa r un i autumn of 
all thi tountrios of Ccntril uni ! istirn I iiropo hid ilicid 
nstnction’i on d> jlingt m ftirtua oxilnn.i 'iiat in othirron 
tinenH nNo (h< sinir c<»«r<< /ii.< 1** n p«r<irt I h* a oimthtr nt 
couiitrlv'^ Tilt I oval romti>i«ion oa ladnn ritmntj and, 
] xthangt In «rot( — 

'\<'do not in liHil rcrml tilt iHi^tihditv of sti rling lenirt 
becoming divorcctl fmai gold as of inuth prietu il liki liliootl it 
i^nnliktl) to liiptMa tictpl in a wtrlduidi «ilk^ln>]Iii that 
Monid ap<ot fllniutt all iwrnniv <vst«m< (Page 11) Tho 
* worldwid* eitat«rt»phc cinn witliia hts thin tiv« >oir8 of 
th( wTltingtif till abort »«rltb>lh i umm^ittion By I'ljr, 
ibarb alUountrics In I rtilopi d tht j^oirstati 1 ird lad itj 
worked will up to in.j ‘ 

Before diHUisIiig tin ciii«ri of th f ill of the golil standarl 
its mnlnniiaj and working and tin than^ts introduced iii it 
m r« cent times iiu) lit •xiliimtl Tin gold stmdird n not 
V rigid ami fixed iiievlnnistii but ii svsttni of momtnrv and 
ereilil poliev wlueh de>«lojt«l pridinllv la the light of «xpe 
riemt and aiiiptM il«ilf to ihingi«in ttonomic eireumitances 
To undirstand its working in nttnt veir* the major ehangts 
introduied since its adoption in tit stionil half of thi I'dli 
ecDturj niaj ht glitri It slioald be iiottii Dm nenr in its 
history has the gold standard b«tn simultaneously apphid 
in txactiv the same ntannir in all countries which adhered 
to it ^tn different cnilit ptdicica hari been piirsuid by 
■various countries from time to time Tlie accoimi givin below 
is rather in ob«triet <lt«?nption of hiding tendencie? linn 
an exact rtficction of the complix and intrieato evolution ol 
CTints 
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^0R1I\I. FeATCEES 

Tlic nonnal features of the gold standard in i^s sunploat 
forma ^ill be a« follows (1) the Goremment slioiud 
Ko! Without limit at a fited ratio for minting it into coin , (-) 
then should b( free circulation of gold com as full legal tender, 
and (“1) there b 1 onld be DO restrictions on tliemipoft and export 
of goll If gold were the only raeiham of exchange* it would 
base a direct effect upon pnees bv its mos'cment from place 
to plact \n dluatratiOD snll make it clear If the exports of 
a tonntrr ercf-eded her imports, the fasourablD balance of 
tndt would be bquidated in gol 1 which would go into circula 
non Incomes and prices would nse Mith a rise m incomes, 
the lit mand for foreign goods where no n^c in prices took place 
would incre'i'e and this should be strengthened by nstng m 
comes in the country importing gold Its exports would fall 
becaiiRC of a riic in the pnees of its goods Itence reverse 
forces woull be set m motion leading to the export of gold 
sooner or later lu tlio other eonntrv from winch gold has 
been imported money incomes and pnees would 
reducid, exports slimuhted and imports discotrag^d Tb& 
inHuenee of fcold movements would thus be automatic and. 
retiprjcal 

1 vtn in the 10th century the gold standard o* described 
alw)vc was not prevalent S>mc svstem of banking ssas already 
m operation and some form of lucdimn of exchange other than 
com was in u«e But it must be noticid that this® tlung* may 
onlv modify the sequence of events, they do not fundamentally 
altir the forces at work 

In almost all gold standanl cnuatries before the w'ar, pav 
ments were made through coins notes and cheqO^* whose 
proiKJrtion varied from country to country The amount of 
notes issued was rcstncteil by law and a relationship was 
■also established between lli** volume of sight deposits and 
that of other media of exchange by the cash ratios gencrallv 
maintained bi eommcrcwl banks IMitn gold was importeii/ 
apart of itwent into circalation directly, part into the reserves 
of commercial banks an I part info the reserves of tcnlrai| 
hanks The effect of gold imported, therefore, depended ui>oiu 
the manner in which it went into thcie various uses If fhej 
whole of it went into circulation the addition to circulation 
woull lie equal to the amount of gold hut if it went into the 
TVserves of banks also, the addition cau-td to circulation was 
moth gnatcr Lnder snch circumstanees the tffett of gold 
inoTi ments upon the total media of exchange or the effect of 
that total ny>on prices cannot be sai 1 to be automatic or in ^ 
evitable Banking policy may have a direct InRucOie upon] 
the media of exchange and an inducct influence upon pnees i 
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Before the Avar the instrnmcnt of control u^ed by central 
banks was their discount or bank rate variations In iihich had 
an influence upon the ffoll movements and upon the domestic 
credit structure The bank rate v-ned inversely with the gold 
reserves of central banks, bnt oven this tendencj towards 
automatic alterations in the bank rate was neither absolute 
nor universal Free export of eold was not alwas s resorted to 
Silver or other means conid be offered in exchange for notes 
in place of gold and thus influence over gold movements could 
he exercised Others kept verv hit'w; reserves whicli tlic\ 
conid use before altering their bank rate But the general 
re«ult of the system as actnallv applied was to allow gold by 
its direct and indirect infltuneo through the hank rate to mam 
tain mtemational equilibrium 

Fven in its simplest form the gold standard w a> an integral 
part of the whole economic o^anuation and not «elf contain 
ed or self acting The ii e of bank notes an I other forms of] 
paper money was well developed before thi adoption of the\ 
gold standard as the principal meclianism of jDtemational 
payments and valuation Monetary meebam m and non 
monetarr factors such ns the voliuuc and nature of proluction 
and the balance of commodity trade have itways been recog 
nized as interdependent 

Towards the end of the lunctienth cinttiry and m the 
beginning of the twentieth centurj tlu mechanism of the gold 
standard was that the aggregate mean* of pavinent consisted 
of gold coins, bank notes and sight deposits to which \ariou» 
forms of subsidiary coins were aUo added from free cireiili 
tion gold moved into and out of bank reserves and the latter 
also included stiver and foreign ixohange m some countries, 
BfcEST ClIA>rES THE GoLD faXANDirn 

Tie more imtortaut changes inlrodticed into the svstem 
before its recent breakdown were — 

(0) In many countnc* gold coins ceased to circulate m 
practice and gold was eo ncen trated in central banks Tins 
introduced ecoiibni^ in^gold list but ihenTased at the same time 
the potential influences of gold movements Gold could evert 
CISC a niaxinium influence over currenev as it served the foanda-n 
tion of the credit structure and the powir of central hanks to| 
influence the situation was increased 

(1) Thi central hanks could not be compelled to convert 

notes into gold com Tliev could give gold bullion or foreign 
exchanges at their ottion in exchange for notes ^ 

(e) Banks empowered to convert their sight chims on' 
gold wort allowed bv the banking laws to keep the whole ori 
pari of their reserves in the form of such claims This mtasun 
also afforded an ecouomj in the use of gold at least to the 
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country holding such assets Itdt the country on which such 
g-old rxchange con*fitntcd a claim might be compelled to keep 
large {.old re serves to meet thev* claims 

(d) BanKs cnjoving this alternative generallv held in 
their re«ervfs gold exchange on certain international mone 
tarv eentres principally \ea \ork and Ixindon 

Id sn<h cases the new legislation exprc’sed the total 
reserves as a d'^finitc jiereentage of total outstanding notes 
and Bight defosits of central banks and though not new the 
pereenta^e reserve gvstem came to be more generallv adopt 
cd iQ recent rears than before the war 

(J) The ratio of legal minimam was increased and central 
hanks ktpt higher reserves than required by law in order to 
rTfit itom* dram Tlie demand for gold for central banking 
r* erves was tlms incrcaseel coasiderabli in new of this type 
of central banking legislation On the otherhand, the keeping 
of foreign exchange in legal reecrves economised the nsc of 
go’ll This a’lenateil th* strain on the goU resources of the 
world but the neetl for a large safttv margin m gold was not 
reduce-d 

Post war changes m part tended to economtsc the n«e of 
gold and in fart to luereasc the demand for it Thej required 
a n ort deliberate control on the part of central bants wbo»o 
task thus bee'inie verv difncolt and deLcate In certain coun 
tries dann« the last few yeara the power of commercial banks 
and other financial institntions increased much which made the 
control by central banka iiiO”( difficult Moreover, the quan 
titv of liquid capital Ins, m recent years been abnormally 
large bec^U'C of a feslmg of imcertaiutv which had added to 
tl t difficulties of central bants 

Tic successful operation of any banking sj-ftem, central 
•or coitJTnercial, depends npon the seeeptance of certain common 
principles and conventions bs its members If an important 
commercial bank decides to modify lU cash reserve ratio 
foddenls, it can force inffation or deffation npon the whole 
«yaUm m proportion to the extent of the change and its 
importance m the system In central banking the banks of 
J'-nding countries excrti»c the grea est influence as thev can 
influence the moveinenla of gold and the rates of interest in 
foreign centres also This iiower has been with the U’.S-^ 
and I ranee m recent years 


Cexteal Bi'iiarto 
^le central banting institntioas have operated the gold' 
•standard on wiffelv different pnntijdes Central banking 
pohes since the war can bo divided inlo two peno-ls In the 
*•““ ^BUed States was the only 
important e-omm-reiaJ countix ®u the gold standard and 
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rcceivod lar^c quantities of goll which led to over expansion 
ofciimncv Vfter 39'’ i many countries n turned to the gold 
stand ird and co operation bicimc possible imon? central banks 

In 192‘‘, liowe\ or, difncultiis ‘irose an I national and inter 
national factors in nionetars policus could not be reconciled 
Great Britain was coustantlj on the ceinomic deftnsire for it 
had returned to the gold standard under conditions w Inch necessi 
tated a fall m domestic prices and sonic j rices pros ed too rigi 1 
Hence her export trade fill oft and iin<mpIoyni<.nt incriasel 
and as Gnat llrltam lent froch abroad there was a ilaiiiiir of 
a dram of gold In the US \ elu ap money policy was initiated 
in 1927 aihleh kd to credit cxjiansion owin^ to which ri ks 
count rates had to be raisid latir in In Fr-inci a difTercnt 
policy was followed Until the stahdHition of tiu fram thi 
surplus balance of payments «a« not import d but accnmulit 
ed abroad Mlten the franc w is stabilize 1 gold imj ort« to >k 
place which were heaij m into and U'H The Hink of 
France prevented the influx of gold li\ inin i ing mvistments 
in foreign countries It nduced di-uount rit s aud favoina I 
short term fonign mrcstnients to aihi vt this objict 

These measuns did not haic full cfficts b cause of a bieak 
Jn conlidence France on tin other hind becanu a rtfogo 
for foreign capital which brought large poll reserves into 
the country m 1930 31 

Tlio aboic discus ion proves (1) that no international 
monetary standard can successfully work if it vines wadelr 
from ooantry to countrv, on I (2) that wheneier the general 
price level m a countrv important to the wholi svstem is not 
on a par wath world rahws or becoiucs msen itne to monetarr 
influence, a great strain is plated on the intimational monetary 
standard w hicli it may not be aide to bear 

\8 already pointed out the mtchani«m and working of 
the gold standard had become verj complex dunng the yiara 
immcdnttly preceding its collap‘'e and called for the utnio t 
cooperation on the \art of tcntral banks Tlio postwar, 
eonditions, economic, fiuancial, monetary and political, m^dei 
tins CO operation practically impossible and a very severe strain / 
^*15 placed upon the monctarv standanl which it could not} 
bear and collapsed 

Many of those difflculties were the ecomuuic consequences 
of the great war aud of the post war ptriod There was a great 
iiialadjiistment in the economic system because of the irar 
conditions The inflation of the war time was followed by 
deflation wl nh failtd to bnng about a new stable equilibrium 
Moreover after the inflationarj cxiienences of the 
there was a kelmg of great anxiety which was responsu le lor 
the failure of confidence which wns too great a strain uj on tne 
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p<i»t Tit* n'toration of cunrrctf' fn or 

'iVii* !*'_) fliil not lnn» ttbout ft r«-vljn^tmrnt of pronoimc 
<ondilions and tJiii f icl j ut a \r-rr pmat etnin oi>on Iho rrwlit 


IvTFr^moTAi I'cnuTri*'»K« 

Thp mrna < in internation il in'rbUdnp*! iras a Iriarj 
of ti p war It inrm«pil Ttry murh H a jitriwl of fallinc pnfM 
•xnl w_s ( n* <i tlip tonniost (an«o« of tL< jiost war otonomip 
in*iililitv TfM jrr*“»t inrrra'O of int> raation'tl ini!pl>I<HlnP?s 
rrr« ut itc*} III fr«n«f rtiito <f wi-i!th from ono countrv to 
aiiotl r I n a Iar».e scah ami rnmM diUiirl in^ gol I movo 
m niK 

''1 frt iprm delit^ tho ptioo of Ions tcnn inTO^ttnrnti 
in If I jM *1 war p» n » I l»fcaJ*o of gooirapl iral chmsp^ in thr 
It trilnti n o* inclining an«l lack of foftfidcjicc In loosr Icrtn 
iMv?jn*nU lUncc Intid' mov* I fn>m loantrr to conntrv 
rafillv Th* iti^tal ihtr of a nnml>cr of cumncic* wlilrli was 
n dirwt rtoil (f tip war ffarc n«« to wile siKtuHtire tnore- 
nipnt* <f rl ori term capital Violent { nre cljanscs •lt'*^‘enras 
Jirtit in%>^tmpot« m prodnctirc intcrpn»(S o' debtor 
cjunfnes “>* f rt terra loans were tic n'ultA wbov* bunleu 
m rea» i1 m a {•< n «l of fallmj |»nc< s 

Th« How of capitnl for forusn inTislnnnH letamt* rrore 
im-sular tl m it was l>«-fofc tlic war \iolint price cl anifes 
ha\p «h c< ]ri,e<l Undms in proJacUn cnlcrprtsra of 

th( del tor coutitni_s llercfon, tit mw loans took t) • formof 
short term mscstmenu The cn it amount of ontstandin? 
short t< rm crtilits while stimnbtin* economic dmlopriunt in 
tie iKifTowmi toantfM-* im bwn ns}von»iWe for a lack of 
stahilitj' which las Jkcu ft It at c'lfieal moiPints lorc^ra 
inse*tmenla by tie I nittal Mate* liccanie an am[ortant factor 
in international fnancmz, 1 ut tl tT proTCHl irrc^tilar in solunie 
as thty Wire influenced bv Tanations in itoniestic bii«mi*? 
conditions t’tre \ftcr tie l)aw«a scttleinrnt in IWt consi 
dirahle sums wen* lent to rnrwpean countnc* but after the 
ittvestpscnt boom of »n the U> \ these loans were aerv 
mntli redneed as will be gien by the following table — 

L S A Capital issues for the aeeinnt of 


l'»2T First half 
Setond half 
192^ First half 
S,a.-ond half 
h irst half 
Second half 


ramikcAD 

<€HuitneK 




Othe* fe-cispi 

f niwtne* 


fj DoUtrg) 

211 1 .4 283 
333 7S 244 
419 115 277 
14S 70 191 
lOL 1C7 201 
59 J24 135 


lO-'O 
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It Will be seen that after the middle of 192S loans fell very 
much and this irregularity m mteinational capital moTenients 
had very dLsturbmg effects on the settlement of international 
balances 

Otee Iwest 51 i:>t A^D OVLE pRODtcriox 

Profound changes in the atnittnre and localization of 
primary and manufacturing industries iii tlie post w ar period 
also caused disturbances For mstince the ran produce from 
far distant countries competed mth the European produce 
and the neuly established cotton indiistn of the Far Fast 
had to face the eompitition of lodustnihzed Europe 
Further, indnstnal organization became more elaborate and 
rigid and the success of a feu imlustnes temptid many to make 
investnienta m them The result was overinvestment and 
overproduction Thus on the one hand production mtrea^ed 
but demand was transferred to less csscntnl commoditns anyl 
services and thus became very fitful \s the finil report of 
the Gold Delegation of the rimncial rommittcc of the I c igiu 
of ^atlons says “ The cartelUsafion of indii'-try and various 
forms of price control, jmols nnd control boirds of jminary 
produt-ts, valorisation echemes sud their like have all tended 
to render the economic system undnU rigid Mo might 
follow the chain of causation which hd 1 »> wav of budgetary 
troubles and high taxation and oi higher Wiiges and costs of 
production in a period of falling prices and eapruioua dtmand 
to tho squeezing down of busimss prohts to tin point where 
m^estment fell off and depression ensuid (Fig* -b of the 
Deport ) 

Lnder such circninstances the strain upon the gold stan 
dard was unbearable Tlie second inriod of post war lulla 
tion ended in a boom, »iieciall> in tho I k Towards the 
end of that boom m 1929, long term investmtnfs particularly 
m the raw material producing countries fell consiilcrablj 
Borrowers experienced great difUcultj in replying the loans 
and mobilized active export surplus to meet tlmr debts The 
supply of nw* materials increased, stocks accumulated and 
prices fell The speculative boom coUap'sed follow* d by creilit 
stringency winch demoralized tlie world markets and coitipb ti ly 
embarrassed the borrowing counlms Ilcuce raw material 
producing countries went off the gold standard as shown above 

The minority of the Gold Delegation do not btbeve that 
the economic maladjustment mated by tho war was respon 
siWe niainlv for the fall in pnees and the consequent break- 
down of the international gold standaril Their contention 
ts that tho restoration of the gold standard in 192o and its 
*iieitssful working up to 19TO “ over so wide aa ana mu’t ui 
ovilably have tended to reduce, and not to accentuate, such 
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(iHoquihbni as romampd to bo adjusted For it is m the verv 
nature of the gold standani to compel the eoantnes adhering 
to It to adjust their price stnictnre to that of other gold 
standard ronntrios and *o maintam economic eqailibrmm 
That progro'-s could not have been achteced if there had been 
accumulating in an intensified form all maladjastmcnts which 
fmallr can cd the rapid rise in the ralne of gold at the end of 
that penod (Pages Cl and GZ of the report qnoteil above ) 

The dominant cause according to theni is the nialdistn 
bufion of the inonefarv gold rrserres s^hich liegnn in the earlv 
part I f lO’O nicj point OPt that the world s total monotarj" 
gold stocks between 1*120 and lone 1931 increased bv 8 per 
c«nl while the holdings of trance and the U S V increaseil hy 
»t per cent and 191 per cent re«pcct«cly and the stocks of the 
rest of the world domased bj- 23 per (ent This stockf if pro 
perh diatnbuted should have been euffieient to support a 
voltune of credit adequate to maintain the existing level of 
prices It was not so and the eoantnes concerned found it 
impossible to maintain the level of pnees prevatJme at the end 
of 1928 To defend their gold resources the central banks 
appliel the normal measnre of dcdition Even this faded 
to re attract gold to their rc'erres and gold still flowed into 
Fiance and llie C b k m an unabated manner The result 
was presaure upon commodity prices mthe gold nsmg countries 
This increased eompotiiion in world markets and coDsequint 
ly there was a world wide fall in prices lienee most of the 
gold using countnos had to abandon the gold standard 

I'lance and the L S k both had favourable balances of trado 
which np to 1928 Lad been adjusted by capital exports from 
them which ceased during and since that year They placed 
obstacles in the way of the inflow of commodities with the 
reanlt that gold only could be sent to them to liquidate in 
debtedness 

In the second period, » e , from January 1, 1*>29, to June 
30, 1931, the whole of reparations and war debts were received 
bv them in gold and also the balances which they had accomu 
late<l abtoad in the earber penod were converted into gold 
and withdrawn It may be said with truth that reparation, 
and war debt parments collected from Tanuarj 19’o till 1931 
(amounting to about 2 202 miUton dollars) have, oser the whol& 
ptriod, been received m gold, with the exception of abour 742 
milhon dollars, Bince the increase in the total gold stocks of 
these two countnes denved from foreign snpplies of gold during 
the penod amonnted to somewhat more than 1,500 million 
dollars Had these two conatnes not received reparation 
and war debt payments, thev wonld obviously not have becn_ 
in a position to draw these fiams of gold to themselves (Page 
CC, 1 eport of the Gold Hel^ation ) Up to 1929 the strain. 
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<11(1 not prove intolerable becanse Qemianv paid reparations by 
'imngmg loans %vitli the U S V which w ere not available after 
wards partly because of the development of a stock eichange 
boom in the United States and partly because Germany had 
practically exhausted her borrowing power These payments 
were not received in goods and services and heav\ import 
duties impeded the entry of German gooils intotlio USA Hence 
the breal down of the gold standard diould be ngarded as tlie 
combined result of the obiigafiona to pay war debts and repara 
lions and the unwillingness of the rtmsing conntnts to receive 
them lu goods and services this accumulation of gold was 
buried m the vaults of tl c Central Hanks of the USA and 
IVancc and did not, therefore bring about an increase m the 
supply of means of payment and a me m lutimal i rices which 
should have been the automatic ifittt of tlu inilow of gold 
and this effect m itself woiil I liavc ac<or Img to the classical 
theory, checked further inflow of gold and brought about the 
reverse inoaement 

In fine, the fall in prices Iia« I un the fuu lamental cause 
df the present depression and tins was tin risiilt of the obliga 
tions to pay reparations and war debts which were unacoept 
Able to the receiving couiilnes in gool« and the pavmcnt had 
to bo made in gold Hence the fall of tht go d standard 

NrCES-^ITY or STaniLI7\TI0N 

The fall in pnccs has reacted unfaaonrably on the dis 
tnbution of income an»l has affected proluction also From 
the inteniational point of mow the most serious aspect of tl e 
■situation is that the real burden of lioaiaeial obligations which 
Were incurred in a i eriod of higher prices has me rcastd ruhho 
finances have been disorganiscil imemploj ineut has inenascl 
-and proluction has been curtailed 

A rase in price level is, therefore a erj lucesbary to decrease 
■the real burden of debt and other lived money charges The 
■flucstion 18 ^^lll monetary policy alouc realjnst the price 
^ which IS influenced by many factors of a non monetary 
character 7 The majority of the Gold Delegation wTito that 
monetary poliev expressed through the volume of credit may 
play a large part m determining the level of prices an 1 that 
therefore, excessive contraction should ho checked by central 
hanks and a freer use of credit sbould be encouraged l.conomic 
maladjuatmints should be corrected though credit slioull not 
he expanded j rematurely They regard a relatia c and not an 
-absolute stabihty of avholesale commodity prices as the mipor 
tant objective of monetary pobey 

The prune objective of a monetary policy should, Iiowever, 
be stability m the general level of wl olesale commodity prices 
fThe mipedimenta to international trade iiroduced by the 
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abandonment of tbe gold Btandard m the majontr ol coantne^ 
subject the ^ alue of gold to the po^ibilitr of eren wider flue 
tnations in its purchasing power The international economic 
svstem and the international monctarv system are inter 
dependent The absence of either will curtail production and 
trade and, therefore the stability of the monetary and 
economic systems of the world should be restored at the 
earliest possible time This necessitates international agreement 
and from this point of -new the gold standard is the most 
soitalle 

FssirtTiAi/ Co'tnmo^s 

But if the gold standard is to be restored some essential 
conditions have to be satisfied Tliey art. — 

(rt) There should be some reasonable settlenienl o! •vrar 
debts and reparations at an early dale 

(6) Bcatralnts on intemational trade should be removed 
as far as po««ibJe so that foreign debts can be paid in goods 
and semees 

(c) Tliero most be an assurance that gold will be allowed 
to move freely and will not be accomnlated undnly in any one 
country without being allowed to exercise its normal isHacnco 
in raiding the price level 

(d) The world must come to some agreement with regard 
to gold economy All monctarv demands for gold should bo 
debberately restricted to prevent n great nse in the viloe ol 
gold 

V non foldlment of these conditions will not secure an 
effective international gold standard and it will not thus bo 
able to provide the necessarv secunty for intematioml trade 
If the countnes which are sliJl on a gold standard could bring 
alKiut a n«e in prices the tast for paper standard countries 
will be facilitated and thev wiU be able to return to the gold 
standard This step should not be taken without sufficient 
safiguards for a rational treatment of the gold standard in 
future in every country 

The monetary gold stocks of the world, according to one of 
the interim reports of the Gold Delegation, amount to about 
22 mill ard dollars and of this aoni about 8 miUiariLs rtpresent 
the legal minimum reserves and thus t nulhards alone are at 
the free disposal of the Central Banks The legal minimum 
rt serves are immobilized and lie useless To increase tho 
active gold reserves of the world all legal stipulations with 
regard to minimom gold jeserrea of the Central Banks sliould 
be abolished 

» regulations of percentage reserves should be 

abolished and eacti central bank should be free to see what 
amount of gold it thinks appropriate to meet the deimnds 
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xrliich arp likolr to ftn«p '* If ill nation*, if nu) nto the leit 
in" nations, could airnH* at on« to tiJwP tliH stop, the active 
fold rc^tnea of the world would Imt been fr* lile<l and would, 
thenfore, he nmpl} sidllclent to«upi»«rf jmies it the sucffivtcd 
level ” 

" If in thii waj the nCKivir^ frteilomof tnoveinent i* Riven 
to the Tintral IlnnVs, it ouRlit no lonRi r to 1 h fxvond ttnir 
l>cw«r to aceom}ih«h n more rci«om! h dt<tril»ntion of tho 
■worlds inonitarj pold auppiitv |irovid<<1 «>f eoiir*i, tint the 
present political of maHivfnlHition in nnioved Thu* 
the waj would Ih* paved for tin nst<»Mtion of in internntion il 
pold Btandanl " (I’apev 71 , 7i of tin Kiport ) 

The Gold Delepition ii ileirh of the opinion tint at tho 
pn<ent stape nt world ocononin dt»« J«f nu nf tin pol 1 stan 
dinl remains the best araUaldi non* tan niiihini«m Ml 
possihh steps should, tlnrefore In iih»n for in «arl\ nston 
lion of the pold standar*! The Worhl lionomu foufirtnti 
of Juno ICjj failed to solve tins thoriiv iinotion 
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Substitutes for the Gold Standard 

Stvijiiity of pncf*, employment and production is the 
aim of pvtrr inon«tary scheme Gol 1 standard had l»een 
adoptwlby the I uropeaueonntneaond thet S \ by J870 and 
it served the jiiirj osoup to theoatbreakof the war m 1911 Bofc 
It cannot be maintained that ita value in terms of commoditita 
reinaiDid nnchanKtd Ibices had fluctuated even during the 
19th century fhotssh these flact«atio"S «ere by no mean* 
violent as to arreat the attention of the hanks and other autho- 
ntifs m control of the currency syMenis on a lery large scale 
B< tainn 1*170 and l«9a gol 1 appreciated in terms of commoli 
tua bp{ans< with the adoption of the gold standard its demand 
increvi-d aer> mueh without any corresponding increase in. 
Its 8n]i]tiv from fresh mines This led to a great fall m price* 
as a result of which mauv monetary eonfereneei wen? hrid to 
examine tlu conditinns and to suggest nmcdi's The idvo 
cacy < i bimetallism was never more vigorous than diinng tlu* 
ptnwl \fler 1*90 fresh sopplus of gol 1 (amc from new mines 
and one of the argnments of the bimetallists was rendered 
innocuous b> an increase m the ijuantiti of gold money I rom 
1899 onward* till the beginning of th< war prices rose bv about 
one third 

Thus even before tl c war the gohlstao lard had been found 
wanting in maiotaining the stability of prices Then came 
the war bringing m its tram inflation ami other osils Ibnccs 
ro=e because of the issue of floods of iiicons ertible paper money 
which took the place o( the gold etandard Sotn«* econoimsta 
abanloncd hopes in the gold standanl for ensuring stability 
of pnees and favoureil its rejection as a momtary standard for 
the future Nariuus schimes were put forward and tned , but 
were found wanting in achieving this mam object The 
esi»eneuce of war time and post war cuTtenCT legislation m 
every country taught this lesson that only a eurrenej base I 
on gold could secure stabibty of pnees and no other sjstem. 
could do so 

These variations in the value of money have led some 
economists to look for a standard which will work in a better 
way between the relaMons of debtors and creditors and one 
which will vary with vanatiuns m economic conditions One 
Such standard is known as The Tabular S'and/ird It aims at 
ensuring equitv lietwccn debtors and creditors A contract 
implies a debt, and m busmesses there are relationslups of 
giving and receiving tnoney The disturbances m the value 
of money implv injustice between debtors and creditors A 
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tabular standard replaces the gold standard by a nomber ot 
Teprescntatire coramoditjes the value of winch would be le^s 
likelj to lluctnatc than the value of one single commodity like 
gold To secure internal pnee steadiness some inconvertible 
currency woull circulate wlosc valm would b< stal)i!i7ed m 
terms of them aud their cm.ulatioo woul 1 he cvpanded or con 
tracted according to busmens needa by regulatin" credit Tins 
task IS to be cntnisted to ft permanent commission appointed 
by the gosornment Through tlnse prices the stanilarl is 
to be mamtamed \t a future time tin sanii quantity an! 
quaUty of goods is to be girin to the creditor whieh has been 
borrowed at the present lime lor in tanet - m m m 1910 
lurcliftscs a certain quantity of articl s for I s 100 and has to 
repay the debt m 192o It is to I < foun 1 i iif bv index uum 
bers what amount of money purchases tl t siiia goo 1 in 19‘*a 
■winch were purchased with Its 100 m 1910 That amount of 

TOoney will he paid by the borrower to the !< 11 ter in 10 ' The 

advantage claimed for this staodanl is t h it it ' ill a cure equity 
between debtors and cre liters 


\nother advantage claimed for it istfat it will lessen 
the hardship aud intensity of ensts Wl < n j ri c fill jroduc 
tion decreases and unemployment pniails Pebtors lose 
Tcry mncli, for they hare to return a greitir quantity of real 
^oalth consisting of commodities \ecor(hn to the Tabular 
Stanlard, debtors will get ithef beeanst if j rises fill thiir 
liabilities will also fall They will pav a sum of money winch 
can purchase the same quantity of goods which soul I b« pur 
chased at the time of borrowing for the amou it of money 
’Which they borrowed m a particular rear 

This standard is impracticable and nndesiribl owing to 
numerous drawbacks mbereiit m it The following an tin. mam 


ftrgumcntsforitsrejection (1) Itimolses the use of in lex mini 
bers w-luch are difficult to be made accurate and are not reliable 
‘ftor the lapse of time the iitibty of a conimoditv which was 
«n the list m a particular year may fall consulerablv It is 
difTicuIt to give proper place to that Lommoditv on the list 
Constquontly, the priparation of index numbers and the proper 
^cightogo of commodities would not be secured (2) The 
Idea underhing the Tabular Standanl is to ntiirn the same 
quantity and luality of goods and of the same utibtr which 
^rere lent In most of the goods that enter into our consump 
tion the utility of goods depends upon the social esteem m 
■Which they are held These shifting conditions change the 
aalQp of goods Tins standard cannot secure justice between 
debtors and creditors (3) It cannot abo reduce the number 
and the hardship of crises They are caused by so many cir 
^nmstances oyer which no jiarticular standard has any con r 
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C0>rPE'f<JATEO DOIXAP. PCHFAIE 
Changes in pnces always take place nnder the present 
svgtcm of monetary repime The Taltie of our monctarv unit 
does not remain stable in terms of its pnrcliasing power at anr 
two given periods of tune The following table shows the 
trend of prices for abont the last 150 years in England and 
the U S A ‘ — 


Penod t hsnjres In Prices shown Name of the 

bv Inics Nnoibera Country 

1789 I'iOO 85 to ICl (rise) England 

1809 1M9 101 to 64 (fall) England 

1819 1873 74 tolll(nse) England 

1873 lo90 100 to 51 (fall) Gold Standard Conn 

tries 

1890 1914 A n«e of 50 per cent m the TJJ3 A and of 35 
per cent m England 

1914 1918 A rise of 106 pet cent iD the E S \ and of 
122 per cent in England 

Prof Fiiher shows that these changes in the parcba«ing 
power of money are brought abonl by money it«eU and that 
there is a great infloence of money and money snhstitutea on 
prices There are other causes also for changes in prices, but 
compared with, money causes’ other causes arc pmetieally 
negligible lie Las come to this conclusion by the following 
reasons — 

(1) Pnee movements vary with monetary systems. 
Firstly, countries having like monetary standards ha> c similar 
pnee movements rountne* having gold standard had 
similar pnee niovements belweco 1890 1914, and silver stan 
dard countnes, t g India and China had similar pnee move 
meats betneen 1873 1893* S<-condly, countnes of diasimilar 
monetary standards have nnliLe pnee movements Between 
1873 aod 1890, the price level in gold countries fell by 25 per 
cent and rose by 30 per cent in silver nsing countnes Third 
ly, the degrees of ddferences m the pnee levels of conntnes 
having different monetary standards correspond to the degree 
of differences m thi’ir monetary standards 

(2) The pnee movements vary with money supply In 
the 16th and the 17 th ccatones discovenes of precious metals 
used for money brought about a nsc in prices with corresjiond- 
ing rapidity The war famished another proof of the inSnence 


» rishsr, SMbJumj tkt Dattar pp O and 7 
* From 1891 to 1944 there was it remartabt'* similantr among 
tDepnceiDorem^ntsia tbeL.AJ. .Canada Fngiand France, tlemianj", 
Au^rtritt, Italy, bMntzerland, Riu^na Sweden. llcnmsrV. HolUnd, 
I>elgiuin, etc See Fisher, StobiliiMo Ue Bollor, p 24 



SlDSTITt TPS ros THE GOLD ^Ti\DiJ{n 03 

Of the snpply of money on pnces ‘ In short the chief causes 
Of the •\anation8 la the purchasing powi r of (he dolKr are to be 
foiinil in the doUar Itself (rishcr, SfaSi/i ingtheDollar p 5J ) 
The changes m pnces are attended mth great criis which 
hare been considered m the precchng chapters dealing with 
iMation and deflation In short the main evils are (a) 
-the cost of Imng incrvoses, but the chmgts in indiudual 
incomes do not keep pact with the n<e in the coat of living to 
a corresponding extent for ever\ mditidual (b) Contracts are 
np'et and injustice is caiiseil to debtors and creditors by filling 
and rising prices respectively If it isdtnlartd b\ the Govern 
Blent of India to day that henctfonvard the present eight 
anna pieco will be called a rupee, pnets will be doubltd and 
the purchasing power of (he rupee will bt hahed \. person 
who has advanced money to another (« d ly btfore tin dorlara 
tion will suffer w hen ho receives batk his mom v w Inch w ill fall 
P^^^hasing power by fifty percent b\ tin afortsaid change 
(P) Salaries aud wages are aer> slow to In a Ijustid to changis 
in prices and people with ftxeil mone^ ineomts lose m tunes 
Of nsing prices, because their same nonim il income means 
® reduction of real income for them as it purchases less of 
commodities and the reverse is the east m times of falhng 
prices (d) Clianges in prices cause a gnat social injustice and 
create an clement of uncertainty in businessts resulting in 
Bpocnlatinn of the worst type (e) Finanenl cri»ea ari. the Imal 
results of excessive issues of money or of rising prices and trade 
cycles and unemployment, mutual suspicion labour troublts, 
sabotage, strikes, breakage of maelnmry and other typts of 
Violence arc tho outcomes of sucli changes 

In view of these abuses of changes m the pureha.'iing power 
of money, it is mcc<sary tliat some scientific rcinedj should 
be applied and quack remedies will only accentuate the malady 
Irof Irving Fisher has advocated Ins stabihzing tJio Dollar 
selienie as a true and scientific remedy for presenting changes 
m prices He calls the present unstabiJizcd dollar, ir, the 
dollar having a fixed weight and, therefore, a sarymg pur 
Chasing power 33 3 barbarous rrlic b4?canse it has not brought 
hbout the conditions of cmlircd hfo which imply certainty 
of contracts, freedom from violcoce and from monetary dis 
lurbances and security of life and proptrtv The dollar at 
present has a fixed weight of gold and roughly one dollar is 
t-qoat to one twentieth of an ounce of gold or to be metre 
decorate, one ounce of gold is equal to 20 07 dollars It con 
ains 22 23 grams of gold and is nine tenths fine * 

R> * Fisher wrilFs in I IS Cempn faf€d Hollar ^chn e oa 

dollar ia now simply » fixed weiplt of cold a imi ^ 

,j ™ds<l<ierndins as a unit of salue \ twentieth of an ounce 
Eoid IS Bo more tniU a unit of salite or general piircl asing power 
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Tli(' rHn n<hanff<l by rrof liiber for stabiliziBg the 
>alD( <f Dip «loIhr is hnoIlT tbw 

(1) OoJl coins an* not to Tcmun In circulation and 
<nl\ yajH r notr <«fiinlin Talocto the ffolil bnllioD dollar 
fi no III f um iKV tinil The I older of the pold 1 ullion 
ctrtif can 4 "iull Ik intith-d to <r<t on any date dollars of gold 
lidlion if gmh Husht a.* n\iv Ik* o/Ilciallv ditlircd to coDitl 
tijti a dfllir for tint dile Tlie c«»cntial ilun' is that the 
wi!'*! r of 1} I gnl 1 dollar is to W chan/cd from t n e to time to 
hii] i! tiijli in terms of purcli-wih? power Th' irescntgold 
diiiar i-of a used uiijit and, tfursforc of rarring purclifiiig 
ftw r Ii hlioiild rafj in weight fn order to have a stahlt 
j iir insin,. p«i»ir 

{ ) Till gold standard IS not fobeihandooed Tlic aboli 
Don of gol 1 com »ouJ I miLe no important change in the pro 
<i« es by which gold lome* into and pois out of cirrolation 
lust as it pre*enl the gold miner will tiKe an> amount of gold 
Ilf has to the runt and will g«t in cjehangi for it a eertatn 
nnmlKr of papfr dotlar® The only dif^irrnec will he that he 
wili not hare to deposit the sane amount of gold always in 
order to pet one dolla* Tin iifire«tncled dei>osit of gold u 
the esMnee of unrestriettd coinage Hold will get into circula 
tion throogh its re| re*enlatiTC i>ai>cf 

Just ns at present gold wid be t'tVcn out of the govern 
intnt vaults by jewellers and cold ixporlers in erchango for 
aurrendiTin. paper dollars The differvnee will be that tho 
same quantity of gold will not be given always in exchango for 
sumn lenng pajK r dobirs In this wav gol 1 will ilow oat or 
will be (ouverted into the arts and correncr from circulation will 
also bt decreaied Thi« ainonots to the unrestnrtetl redemption 
of the gold bullion doHir certiflcates Thus free coinage or 
nnrestricUfl dejiosit of gold and anrestncle*! or unlitnUed 
redcn'ption of gold bnlhon certificates will I>e miintamed 
0) The purchasing power of the gold dollar will be made 
stable Tliat u it will always purchase the, same quantity 
■of goods TheTtfore, the gold dollar wiU alwars be equal in 
■value to an imaginary composite goods dollar con«i«ting of » 
linmlier of commodities TIus composite gooils dollar shall 
at an times be equal to the gold buUion dollar and it will always 
cost a dollar, because a dollar will be declare*! to be equal to 
it The |mce of the composite goods dollar will alwavs be kept 
the same just as the pnee of gold now is always bept the same 
This imaginary composite goods dollar will serve as the 


{baa h a pound of nigar or a dozen It f' almost as ai>°unl 

to dellae a unit of value or etneral purcliasing rower in Icrnis of 
wri^ht a* to ilcfioe a unit of length in terms of wriglit to (Jeftne 
A 7ar(l stict as aor stick which weiglis an ounce 
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Btandard of value and the gold hnllion dollar shall always bfr 
kc'pt equal to Uua iiuaginaTy goods dcAWr 

(4) The weight of the gold bullion dollar shall be varied 
from time to time Its weight will be vaned with rcferenco 
to the goods dollar An index nnmbcr of the articles forming 
the goods dollar shall be propand by an Index 's umber Bureau 
w-htch w-ill register the prices of these goods in terms of the gold 
bullion dollar If the index number shows arise of one percent 
aboa e par this means that the purchastog pow er of gold bullion, 
dollar will have fallen Therefore the government or the mint 
will inert ose the weight of the gold bullion dollar by one per 
cent and then it will purchase more Similarly if the index 
number shows a fall ofl per cent in the pnees of the imaginary 
goods dollar, it means a nac m the purchasing power of the gold 
bullion dollar Its weight wiU be decreased by one per cent 
in order that it may purchase less In tins w ay by changing 
the weight of the gold bullion dollar its puiehasiiig power will 
be kept stable 

But an objection may be raisi d here as to bow tl c weight 
of the gold bullion dolUr will be change 1 from time to time and 
if It 18 done so, it will mean a great expense and trouble to the' 
mint and the people which will cause confusion Tlie answer 
IS simple No gold coins arc to reniaio in circulation Only 
its paper representatives are to tirciilate Then it would be 
possible to lary at will the weight of ihc gol 1 bullion dollar 
without anj annoyance that would arise from the existence of 
coins The govemmeut would sitnplj vary the quantity of 
goU bullion which it would give or talc for a paper dollar 
at anj given time 

(5) In order to prevent speculation a small brassage fee^ 
will be imposed for tlie deposit of gold bullion and no change 
in the gold bullion dollars weight shall ever exceed lh& 
brassage 

riio most important part of the scheme is the provision 
for adjusting the weight of the gold bullion dollar and it is to- 
be done throuch the help of index numbers When the vilue 
of the dollar falls m terms of goo Is or w hen its purchasing power 
falls its weight is to be increased an I when its value rises, its 
weight IS to be decreased 

The mam advantage of the scheme is that the purchasing 
power of tl c monetary umt is to be made stable by changing 
Its weight The plan should start with a pneo level close 
to tint a<.tnall> existing before its adoption and no attempt- 
should bo nia k to adopt a certain former level of pnee when, 
it might be manv vears back Businesses would then bo frit 
from future shocks The stability of jirico levil will prevent 
untertiunty in contracts, avoid confosioa, disorder and social 
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Value of Money 

Tire value of money means the purchasiagpower of money 
m terms of other goods The purchasing power of money is 
denoted by the qnantity of other goods which a certain qnan 
tity of money can command in exchange for itself In other 
■Words, the problem of the valne of money is one of the level 
of prices The higlier the prices of goods the smaUer will be 
the quantity of other goods which a certain qiiantitv of money 
■will command and the tower the value of money In the reverse 
case, if the prices are low, a gi\cn quantitv of money can com 
mnnd a large quantity of goods and the value of money is cor- 
Tespondinglv high Thus if the \alue of money is high, prices 
are low and cicc versa 

It follows, therefore, that an increase in the quantity 
of money without any corresponding increase in the quantity 
of goods to be exchanged for money will lower ila valae, 
bringing about a me in puces In that case more imita of 
money wiU be aaaihble for purehasiag each umt of a commo 
dity In the altcmatue case, a sudden decrease m the quan- 
tity of money without any corresponding decrease m the quan- 
tity of goods to be exchanged will lower prices as less umts 
of moncT w ill be available to purchase the same umts of goods 

This in brief is the qnantitj thcon' of monej It may 
be stated in this way Everv change in the quantity of money 
in circulation produces, other things being equal, a directly 
proportional change in prices Of course an increase in the 
supply of other goods lowers their value but there is no fixed 
proportion in which the value of other gooils will vary with 
an increase m their supply In case of mouey the jiropor- 
tiou m winch the change in its value will take place is a fixed 
one Pouble the quantity of money m circulation, other 
things remaining the same, the value of money will become one 
half and prices wall become double and in the reverse case, 
halve the quantity of monej, other things being equal, its value 
■will become twice as high as before and prices will be one half 

TIjo phrase ‘ other things being cqnal ’ is important (1) 

It refers to the velocity of circulation of money, i e , one unit 
of monev may function, let us say, m one hundred transactions 
and each time that it circnlates it does the work of an entirely 
new unit of money An incioasc in the velocity or efilciencr 
of circulation means the same thing as an increase in the quan- 
titv of money in circulation and its effect on the value of 
money is the same as of an increase in its quantity The use 
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of credif loftromcnt^ 'where money parments are not onlr 
postponed bnt in roost cases altogether aroided acts in th® 
*3mt wav as art increase in the stipph or quantity of moner 
in crrcnlatioo 

('’) \nother implication of the plir3*e other things 
being eqnal is that the rate of toniover of goods or the 
volnne of trade shonld remain tbe same An inerea«e m th** 
Tolnrne of trade wjfhont any change to the effective supply 
of monev will raue the ralne of monev and prices will fall in 
the same proportion For in that case each unit of money 
wiH toroiriand a greater number of nnits of good* tThich means 
that prices wil' fall 

(}) The use of tredit mstrnroents as monev is al»o included 
inthephra.Sf otberthingsbcingcqnal \ny increase or decrease 
m the use of mdit will mean a corresponding inerco.c or 
decrea»ein the effective supply of monev and will hare the same 
eflecl upon the valoc ol roonev as a corresponding increase 
in Its supply In modem conimoniiiea credif plavs a Ttrv 
important part in the settkrrent o' transaction* Fant de- 
po Its subject to cheque* bills of exchange promiMorr notes 
stocks bonh and debenforea and other secnnties j^ss from 
hand to hand m settlement of obligations and m discharge 
o! debts Ttio latter forms of seconties eg stocks shares 
debenmre bonds of the miutietpal proianciai an i central 
givemmenfs and otlcr public aotbontie* do not circnlatc verr 
freely ai chc-qncs and protms^orv note* do bnt still they do 
pcrfonai exclange operations MI tbp«e fonrs of credit dis 
pcoae with the cse of primary money m many transactions 
anil mfloence the value o' money ia the same wav as is done 
bv an cqnal increa*c n the supply of money 

The system of modem hanking involves a great reiluction 
and a coapeqntnt economy in the use of commodity rrontv for 
tie settlitnent of debts Jt tends to increasi* the snppiv of 
money and thus prevents a great rue m its value whicii would 
take place in the absence o' the o’e of credit 

Iroperlv noderstoot! with lbe*e qnalir cations fie quan 
fity theorr of monci n correct Purmg and since the «'^i’ 
vanons cinntncs snffered the dJ«advantn'’e* of an iminen«e 
n.>e in pntes brooght about the enormous Mines of paper 
mo3i-y and by an nnprpcedenfi-d increase m the n*e of credit 
llnnng t) e last deca Jt- or so acrntracfion m theii^neof p pic 
money and in tl t o»e of credit has resulted in tl e rise of the 
value of mt ney an I lo a great fall in pnees bnn«nnc in its tram 
trade depresijoa anl all its conioiiitart plenomeaa 

It I* alo) true flat In tbo«e commuaitiis nhere coll anl 
silviT are produced and wbcir i-pcioii metsU are obtaned 
m verv lar-e quaaluu-a \ncea. l«„lv Mowiset m the 
pail vanaiions in puces have very often been the ixsnits of 
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the discoveries of gold or silver mines or of the exhaustion of 
llic existing gold ot Blivet mines The monetary history of 
the 19th century is an ample and eloquent testimony to this 
effect After 1870 there was a great fill m prices owing to 
the lack ot new discoveries of gold mines and owing to an 
enormous increase in the demand for gold for monetary pur 
poses because of the adoption of the gold standarl by most of 
the countnes of tlic ivorld tanoiis monetary conferences were 
held to check this deprtssion and proiiosals fqr bimetallism 
■were discussed In the last decade of the 19th centurv now 
discovencs of gold mines hclited in raising tlie price level and 
bimetallism was shelved probably for a very long time to come 
if not for ever 

The quantity theory was accepted bv the older economists 
ns truly explaining the variations in the value of raonev but 
its validity has been calUd info question bj many of the 
modem economists Prof Irving Ihslur has given an cfftc 
live reply to all the mo<lem economists who call the vabditv 
of the theory into question He is m fact the most uncompro 
inising propounder of the tlieory among the modern economists 
lie explains flic quantity theory of moni> b\ the question of 
•orchange which is a mathematical statement of the total 
transactions entered into and iKrfonncd in a certain commu 
Tiitv IB a given pttiod 

The equation has a money side and a goods side The 
money sidu inclades (11 the quautitv of money in circulation, 
(2) the efiicitncy or velocity of circulation (J) the quantity of 
bank deposits subject to cheques and (4) their volocitv of cir 
culation Tlio goods eid< lucliiUs the total quantitv of goods 
exchanged m a givin period multiphcd bj tlic pricts at which 
thev exchange The equation of exebangf- iinplics that the 
money side should bo cquni to the gooiU side because in each 
purchase and sale the money and goods exchinged arc equi 
valent The money side is tbc total money paid for all the 
goods purcha.std and this can be found by iiinltiplymg the 
quantitj of money by rapidity of its circulation The velo 
city of circulation of money can be known by dividing the 
total amount of money paid for goods m a given period by the 
average amount of monej in circulation This is a sort oi 
average of the rates of turnover or mouey for various persons 
The goods side is the quantity of goods exchanged multiplied by 
their pneos 

It IS important here to point out that Prof Fisher includes 
bank notes, primary and ffdaciary money m the term money , 
for they are generally acceptable to people witliont reference 
to any cliaracteristic except their general passableness Bank 
deposits subject to chcqnes are not money, but their quantity 
and velocity of circulation do eflcct prices Ho, liowever, 
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maintains that bank deposits bear a fixed ratio to quantity 
of money in circulation, fir«tly, becaase the banks bj* custom, 
law or conrenieoce keep a eortam qnantity of metalbc money 
in their reserres which bears a fixed proportion to total 
quantity of money in circulation fj^ndly, the customers 
to wLo^e credit the depo'its exut keep them in a certain pro 
portion to the total cash which they require for day to-day 
porpoaes 

I-et ns now consider the equation of exchange The 
anniber of soyefligns in circnlation in a country JS 3.000 and 
each “oyenum changes hhnds 20 tunes m a giyen period 
money ^ide is therefore, eqoat to 5 000 x 20 soyereigns The 
jiurchasers will not accept goo<U of a lower yaloe than tlus 
m eichance for 100,000 Royereigns and, therefore, the goods 
side should be equal to 100,000 soyereigns It fnny be as 

follows 50 000 units of commodity X at half a sovereign per 
umt and 25 000 units of coinmoility 1 at 3 soyereigns The 
equation then is — 

5 000x20a!50 000 nnita of X at I soTereign *-25,000 
-^■25,000 onits of k at 3 sorcrcignsasi® 000 

The equation on the money side contains (1) 'the quan- 
tity of mooes in circulation, (2) its yelocity of circulation, 
(3) the quantity of depo its lo circalatioo, and (4) their s eiotnty 
of circulation, and on the goods side it intlndes (1) tbe 
titles of commodities X and 1 exchanged multiplied by (2; 
their prices 

If the quantity of money including deposits doubled, 
their Telocits of circolalion and goods exchanged remaining 
the same prices become double It is because the money 
side will b^ome double the former one and the goods side must 
also change The equation will become 10,000x20 sovereigns 
=50,000 units of X at 1— 50,000 sovereigns 
4-25,000 nmts of k at €,=150,000 sovereigns * 

The changes in the velocities of circulation of money and of 
bint deposits will also affect prices m the same way But 
a change in the quantity of stkmIs exchanged will affect pnccs 
in the reyewc order If the quantitv of goods donbles, other 
things remoinirg the same, prices will become one half, since 
each unit of money will now command in exchange twice as 
many units of commodities as formerly But if there i* a 
change in all the«e conditions, the level of pnees will be the 
n*snltant of tlmf infinenccs 


This equation of exchange can be statcnl in an algebraic 
form also I et M stand for the quantity of money m circiiH 
tim.\ lor Its velocity of circulation, kl fortheqn-ntity efbant 
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deposits subject to cheques and V for its relocity of circula- 
tion On the ffoods side let P stand for the areraije pneo of 
any particular commnditv X and Q for its total quantity pur- 
cliised The eqin*ion mil be 

M\ -l-M V =^rQ 

^^c can show the follo^in^ bj means of the eqnafion 

(1) If M vanes, M % and Q rcmainin" the same, 
the monej side si ill sary with M and the goods side must also- 
vary in the same ratio Therefore, prices or P will vary m 
the same ratio 

{2l If M' Ttiries, otbir magnitudes remaining the same, 
P will vary m the same nfio 

{'!) Variations m AI nn«l \ resprctiyely, other things 
remaining as before, will caase \ mations in P in the same 
direction 

(Ij If ^r, V, M and ^ nniam as before and Q vanes 
in some ratio, P will sarj m the miersc ratio 

Prof Fisher has further simphbed the equation by 
representing tlie level of pnc< a of all commodities m one magni- 
tude bj P and all the goods exchanged or the volume of trade 
by T The equation then becomes 

•M\+MV=pT 

To sum up, tlio price lerel vanes (1) directly with tho 
quantity of money m circulation, (J) directly with its velocity 
of circulation, (3) directly w ith the quantity of deposits (4> 
directlj with theip velocitj of circulation, and CS) mverselr 
with tho volume of trade The first of these three relationa 
constitutes the quantitj theory of money 

The quantity of monej means the number of units of 
money m circulation and it does not refer to their weight 
“The quantity theory asserts that (provided the vilocitj of 
Circulation and the volume of trade are unchanged) if we increase 
the number of dollars whether bv renaming corns or by debasing 
coins, or by increasing coinage pnccs wall be increased 
in the same jiroportion (Fisher, PwrcAasiwy Poicer of 
Jfoney, pages 31 and 32 )* 


* It 19 the number »nd not the weight tliat is es'enti-’l 
It IS a (let which differentiates monej from nil other srooda and 
explains the peculiar manner m wliieh tta purchasing power is related 
to other |.ood« bugar, for instance has a specihc de=imbilitv 
dependent on its quantity in pcninds Tho raluc of sugar depends 
on its actual quantity If the quantity of sugar is chanced from 
1 POO 000 pounds to 1 000 000 hunjrwlwciglita it does not follow 
that a hunilredw eight will liave the aalae previouslj possessed by a 
pound Put if monej clianged from 1,000 000 units of one 

weight to 1,000 000 units of another weight the jalue ol each unit 
will remain unchao^ed ’ bee PuttIhuihj I'oietr of Monty, by Prof. 
1 Fisher, p 3> 
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professor Fisher farther di«ciisses that in the 
r IS the resnltant of all — M,V,M , \ and Q t e , tP^t all the 
other factors are the canses and the level of prices ts resalt 
He takes all these theorems one liv one and proves each 
of them singly will affect the P s and not others il) ^e 
the effect of a change in the quantity of monev and shows that 
it will leave other factors ondistnr^l and will only Jafluenee 
the level of prices If the quantity of monev m circulation is 
donbled deposits will also double, because under given eon 
ditions 0^ indnstry and civilization deposits base a tixed rela 
tion to tl e quantity of money in circulation This 
will har« no influence on their velocifies of circida**®” 
latter will be influenced by the density of population com 
itiercnl customs facilities of transport and other teelinical 
conditions They do not dcitend on the qaantity money 
or the price level changes m which may not pro luce changes 
an the velocity of eircu^tion of money V donbhn? of prices 
and of the quantity of monev and deposits in cifculatiou 
leave their velocities unchangul Then each person svill spend 
more money for the same goods and will also I»eep more in 
hand But the ratio of monev spent on goods to the money 
jn the hands of the | eoplc wnll remain imt-hanged “ Tnonw 
dowbles vw qiiavvuty, vedne wvll be halved attd the only 
change is that twice as many nails as before will be spent and 
kept m hand by people 

It may bo objected to the above reasoning that it Msnnies 
that pnees will be doubled by doubling the qoantitv of money 
in circulation Let us suppose that doubling tho quantitv of 
money and deposits leaves pnc«s as before In order that 
the money side should be equal to the goods side, * ft 311 + 
H \ ^PT, then cither the velocity of tirculahon of money 
and deposits I and \ should be halved or tho volniue of trade 
(T) should be doubled But none of tliese changes will take 
place The former cannot talc place because people will now 
have double the quantity in tlieir hands or m deposits as sur 
plus monej This will induce t! em to spend rpore on goods 
and everybody will be actuated to do so This desire will 
bring the prices up till tl eir level is doubled Thus if there 
33 no change In tlie quantity of goo la sold, the only possible 
•effect of doubling the quantity of money in circolation will be 
a doabhng of the prices BoDbbng the quantity of money will 
wot change the volume of trade for the stream of business de 
pends on natural resources and the technique of prodiction and 
not on the quantity of money The volume of trade is, there 
fore, indepeudeut of the quantity of money * 


’ An inflat on of tie currency cannot incipa*c the product of 
farms and factonra nor tl e «p«ed of freight trains or ship* The 
whole machinery of product on, (ranaportation and i<«Je is ft niflttcr 
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But It nnr bo said that the technique of production, 
tndo etc tUtcmime the qunDtiU of pooda that will be ex 
chanced for money Hence the auluna of tradi. may vary 
actordm? na barter la or is not resorted to This seems to bo a 
valid objection But I*Tof Iisher rules it out of order be 
cause he maintains that under normal conditions and in the 
lone run onlv a necbcible fraction of modem tmdt. can be done 
through barter and therefore a change m the quintitv 
of mones will not appreciably affect tht quantities of goods 
sold for monev (Fisher Vurchn^mtf l'o\eer oj Vo i 
page 15fi )* It ma\ then be said that the normal influem i 
of an inereaee m the qHantit\ of nioiuv is tint it implies an 
exactly jiroportional lacreasi in the ^ntrai It ril of prices 

P) The influence of changes in dtpo it-« ilso produces 
the same cITects on pritis as arc proluctd bj cliangis m th< 
quantifv of money Thtir vtlocits of circulation will not 
affect the quantitj of moot) or diposits or the volume of 
trade, but it will only affect tlu pnecs 

(3) The changes in th* volnmi of trade will nNo biiaff 
about changes in the quantity of moni> and in the \ilocit> 
of Its circulation Vn increase in trade will cause an increase 
in the quantits of mom^ nhich will prerent a fill in the price 
level ^a increase in trade maj incrixsc the selocitr of cireu 
lation of inoQev It vmII impis improred means of transport 
ing goods and momj and the latter will meriasi the velocity 
of circulation of money If the change in the solitntc of trade 
affects the per f<tpi(<i trade itwill affect the velocity of eircula 
tion as well It maj mean an increase in prr cnpttn trade, 
winch svill mean an lucrease in expenditure / rr eaptta and m a 
thickly peopled place if will implj the greater use of crcibt 
bringing about an increase in the velocits of circulition of 
nionej Thus a change in the rolunio of trade affects otbe^ 
factors of the equation as well m addition to iti> effect upon 
prices But the quantity tjieon still remains true — that other 
things rcinaimng the same, prices \ary directly with changes 
in the quantit} of money 


of phj"«ic'»l capacities and fcchuique none cl wl ic! depend on th* 
quantity of rnoioj- fcec J ur^kaaing /oi«t cf J/oney by Prol 
1 y\<bcr p loc 

* If It caa be shown II at a large part of the trade is earned, 
on tliroucii l>arter the qviantils tl core ot money will be tip- t There 
IS little doubt about the fact that In India and even m Western, 
couotnos the countryfolk ixclJange comnioddies direcllj tor com 
nioditiea to a Kr«c extent The quantity tl eory of money is yalid 
only on the a'^sumption that ccuDmcditiea ate exchanged for money 
and there Is little Mcter 
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‘•OMt OrurcTiONs to the QnAvnTT TnEorY or llo'fcr 
COYSiDEi Ed 

il I There are fome people -who think that pnres phoald 
ho rt^ardid as rau*es and not as. effects thonsrh sv-e have so 
far resarded them as eScets of other factors m the equation 
\Se hare to examine how far this objection is correct Trof 
ri«her proves that except m tran«itionaI penod* pnee level 
is not an independent cansc of chants in the other ma^ 
tndes of the qnantits theorv IIw reasomoj’ on this account 
is serj- convincinsr and clear 

If pneea are donbled m Vmcnca we have to consider their 
effects It IS clear that tqualitv between the money side and 
the pooh side must tie maintained It means that either 
there should be an lncrea»o m the qaantits of moner or In its 
velocity of circtiKlion or else the volume of trade should 
dimmish Bat none of tht«e thmps js likely to happen 

The quantity of monev cannot be incrtased where, prices 
becoint hiph In fact hiph pnees wall induce imports and 
nion(T will flow out of and not flow into kmenca 5foro shall 
not be minted also iwcaose hiph pnccs iniplv a fall in the 
Taioi of monty \o one wiU take bullion to the mint as he 
win lose half U8 value if !« jets it mnnufaciured into coins 
Monev can increase throupli an inerea.*e m the qnantity of poid 
«?! minis But hub inees do not Btimnlafe mmmff 
onthoothy hand tliev di«coMn{,( |i for more will be paid for 
^ tornnKMliiies at hi-h pnccs and cost of pro 
dnefion of pol I will locreaoe 

increase the qiianllts o' 
diposits for lhe^ inainlam a wrtam ratio to the quantity of 
money tn circnl^ion Tlieir velocilie* of cirenlation also may 

“t * ’J"”/ includiop wapes are doubled, there 
is no reason •hr trmh el onld l,i* ndiici 1 P.opjp will not 

abk !o Vf'" r'”" thes will be 

T* an> with confidence that 

Ir'^c'Lf' »' »■' 

Tlih discussion with regard to prices and The oiiantity 

wjntry Tligopb n h a lallam io think that the once lesd 
in anv coninuaity can m the l«n;j run sfTirt tht money Ja 
r^fv ma7Xr.b in onrco;Lu- 

a.,ur. 

IS t>>!it\t I? nuantity theors of moniv 

and wtin rroi.rfr **?* Troisms ifioof 1 not Ik ignored 
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(3) ‘^me pMpIe iK>int oat that price lercl is determined 
hr the Ian of supph and (Iimnnd anil tint, therefore, the cqua 
tion of cvclnnse is altojnther asiless ami cannot determine 
the ceneral priL* UmI i'rof I islicr points out that this rieir 
IS absolutelj iiuorrect riit Ian of supply and dtinand 
lUtermiuis pricts of a pirticnlir ooniraoditi onh , the general 
price li \ I Ihcing determined h> the iipnlinn of tsclnuge ’^^e 
cannot dipenil upon the prjns of indtvidnal coniinodities to 
iktirminL thi genirilprifi li\(l Thi level of tin si a cannot 
be explaimd b\ the height of its inluidiial wiwps but on. 
the otlur hand, m part tht poMdoiiof thcsi watis is to be cv 
plaiiud bj till |p\rl of thi Pia In tht sarm wa\ individual 
prices cinnot ditemum the gtneril priit leeel, but are them 
seKts detenimicsi b\ it 

\3hin we talk, of thi pnee of am eominodite considered 
bv Itself wi haec some idi » iti our niiiids of the existing generil 
level of pn ts \n men m m tin auppiv of the commodity 
lowers Its price and an mtn ise in its ilimuul raises it Wluii 
we talk of this we takt the general lesel of pnets for granted 
The deinan 1 for wheat is not onlr reJaini to thi price of wheit, 
but also to the gimnl heel of prices of other things The 
demand for wheat at 1 s o a tiiaund at a Jngh level of prices 
IS gKater than its di mand it Its 5 at a low level of pnoes If 
the general level of prie<a is eloubled the demand fur wheat 
at Its S per maund will b« as great as it was bLfore at I s 1 
a mftund provided inconns and wages also are doubled i 
change m the amount of what niouej will buy is as important 
AS a change in the quantity of a certain commodity Tho 
price of a commodity partiv depends upon its quantity and 
pirtlj upon what a unit of money will buy t c on the general 
level of pries s Therefore m saying thatUie price of a com 
modity depends u] on its supply in relation to its demand, we 
take the value of money or the general Uvel of prices for grant 
ed There may bo an increase in the supjdy of a partieiilir 
commodity and still its pnee inav not fall because tho prices 
of other commodities may have fallen much and incomes of 
people also may have increased or mav bo as before Then 
people may be able to spend more on the particular commodity 
m question and its pnee may not fall oven with the increased 
supply The general level of pnees cannot, therefore, be said 
to be an avenge of the individual pnees of diCcrent commodi 
ties and the money side of each exchange must not bo for 
gotten In explaining the general level of prices, help has to 
ho taken of the various niagmtades of the eqnation of exchange 

(4J It IS sometimes objected that the theory cannot give 
Ti aumoh, a's^fifirre/wii oA ’/loak a/* 

in a country without taking mto consideration the level of 
prices in other countnes Money tends to flow from coun 
tries where prices are high to coontnes where pnees are low. 



J06 ClPriE'iCT A^P COJlSiEBCl 

and this procc’s contmncs tdl the same level — inving allowance 
lor its cost of transport and habits of people — Is reached 

(5) I*rof Fisler himself, the most nniornpromisin? 
exponent of the thcorv, shows that the relation between the 
quantity of money and the price level does not bold good of 
transition iienods Thewords IVansition periods implvpenods 
when prices ri’t and fall and in each periods the magnitudes 
of the equation of exchange try to seek, the eqoilibnnm In 
such periods the relation between monev and deposits is not 
ngi 1 and prices are not whollv the results of other magnitudes 
of exchange Ml these magnitadea react upon one another in 
such i)enods The proportional effect of changes in the quan 
tit\ of monev on prices is then onij the ultimate effect after 
transition periods are over But the transition periods are a 
normal feature of trade and commerce and thev are not ex 
ccptions Therefore, the quantity theory of money holds 
good only under hypnth<tici1 and static conditions and not 
under dynamic conditions which form the rule rather than 
the exception 

Hie quantity tlieor> of monev has its importance in spite 
of these objections T) e quantity of money in circnlatioo 
IS at anv rate one of the ino*t important causes if not the oolv 
cause of changes m its value or in the general lesil of prices 
Other cause's a1<o arc responsible for bnupng about changes 
in the level of pncts, hnl they arc of a very shifting chancter 
It is {o’sible to control the level of prices throngh a control 
on the qnantitv of money in circulation Jtising prices can 
be presented by lessening the quantity of money m circula 
tion It can be done bv a combination of vanotu methods 
The production of gold can be regulated its quantity m tircn 
lation can be controlled, bank and government notes and credit 
can be k'sened It is po»siblc tbrongh a combination of these 
methods to control the level of pnccs 

Proposals for preventing a nse in prices through check 
mg or curtailing the expansion of cnrrency are opposed on the 
ground that tbu pohev would restrict production and create 
or acc-entoate nnemployment Such a result maj be possible 
when production and employment are below the maximum 
under given circumstances \ rise in prices may then stimn 
late production and reduce nnemployment Bat after a cer 
tain point pnees may TJ«e without stimnlatmg production 
and without encouraging employment through further 
demands for credit and money These conditions happened 
during the Great ar In snch cases the volume of money 
And credits should be curtailed in order to prevent an tmneccs 
sanly high nse m iirices The quantity theory of money has, 
therefore, an important elcmeut of truth, and U of great 
significance 
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Foreign Exchanges 

The plira^p foroicn cxclianj;P5 is used m di/fprenfc 
sonscs If indicxtcs tlip lliictiiations in the relative valup 
of (lifTorcnf ciimiici s m the foreign oithanjie market ^\t 
often , torinsl'inrc that if He l = lv5f exchange has from? 
against ns It means that thi value of oiir currenej at this 
ntio has falli n in t< rms of sterling (pir hung 1 6 to the rupet ) 
\\hen we saj that wo hua forciga eicl angc, the term refers to 
tlw cwrrenca of the fore»"»a countn which wt btt\ It maj 
also be nsi 1 to denote the fonign bill of exchange which is 
purrln 'll or to the rati at which it is piirehasctl or to the 
institutions through which it is pnrehused 

The n»cissHv of forugn «xth3iige3 arises to settle foreign 
mdcbtulniss Inglislmen for instance render cirtam sor 
Tjcia to IIS «<nd oiirgowls m J nghsh 8hJp> and an. de 
fended hr the British sol Inrs who liasi to be jaid for render 
ing these sirncos Wo also purchasi gooh gpecially mann 
factiired goo Is and have tu maU paaments for them Oa 
the other hand wo ertKirt raw iiiaferials and food prodacts 
to Lngland and I nglishtn4.n Imi to make parnunts to us 
Dibts are always to be settled m the currency of thi ircditors 
for the cumney of the country when tin debtor resides will 
not be directly usable by the cKditor id his country if the two 
reside in two difTircnt countries where coinage is dilTirent 
The creditors therefore have to receisc money and the debtors 
have to make payments The debtors have to purchast bills 
of exchange payabh m llic creditors country send those bills 
of exchange to their creilitors who cm present them for pav 
ment to the persons on whom they are drawn Importers 
m India base to make payments m sterling and have got to 
purcha® Stirling drafts while exporters m India have to sell 
sterling drafts 

These bills of exchange aro purchasctl and sold in thfe 
foreign exchange mark* t bv banks and speculators and thua 
foreign trade is iinnnccd >orciga exchange has thus a two 
fold advantage It enables the debtor to purchase a bill ot 
exchange drawn m tho currency of the country of the creditor 
by which his obligations can bo settled It thus provides tho 
debtor an opportumtv to change tus currency for a bill of ex- 
change which will enable his cr^itor to obtain the money ho 
desires ixcondlv, the creditors get an opportunity to sell these 
bills of exchange or the evidences of indebtedness in eichango 
for tho money of their own country 
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PefOT? tbe -wai most of the coontncs •were on a gold stan 
dard ha’ja and the face value ami the bnlbon value of 
cmrencies wore identical Interoallv, the cnfrency con«istea 
of gold or of paper and the latter wa-s frcclj- convertible into 
gold Farther if it would cost the Importer to I av more for a 
bill of exchange than he wonld have to par in getting gold ana 
meurnng the expenditor*. in «ending it to his credito" , he pre 
ferred the latter method This implied that gold freely 
exportable and importable This situation of cotir«e did not 
exist danng the war an 1 does not exist even now in most 
countries The fact that gold was freelr available implied 
that no creditor would part with a bill of exchange in bus pos 
aessmn, if he could be able to Bcllit for less than what 
get bv sending for gold Lnder snch eircnmstance*, h^ had the 
alternative to "end his bill of exchange to his debtor, ask him 
to convert it into bullion get bullion and reconvert it in his 

coontry into coins 

Thus before the war the exchange rates floctuated witluu 
•the limits set by the expense of sending metals front one 
countrv to another If this cost rcmaineil constant — it could 
vary al«o— the limits of the flnctoations were fixed If Hus 
coat increased the range ol fioctoalions ol the loreign exchaos* 
rate increased and if this cost decreased the range of fluctna 
tions of the exchange rate aUo decreased The fluctuations m 
tl e rate of exchange before the war were tbns confined to what 
•were known as the gold points Ther niverwcnt bevond tbeni 
"Witlun the goll points, thev were determined bv the balance 
■of indebtedness 

Prior to tl e war the price of gold id terms of coins •was 
fixed One pound sterling conld buy as much gold as 4 8G6 
dollars could purchase \\ ben the rate at wluch sterlmg could 
“be comerted into dollars or ncc rersa sras such that £1 was 
equal to 4 ®Cf] dollars the cxibange was said to be at par 
Thus the par expressed the fact Ihxtas much gold was contained 
in one pound steilmg as in 4 gve dollars i c 113 grains of 
gold wa-s contained in one fround and in 4 f!C6 dollars 

Let ns take a simylc illostration to see how the exchange 
rate IS determined under such circumstances '■nppose tliat 
\mencans hare exported goods worth £1 000 to England 
Thty will offer sterling bills worth £ 1 000 to sell Suppose 
that goods worth £‘’000 have been imported into \nierica 
from England The \mentans thus have to purchase stcrbng 
bdl« worth £ ” 000 ^lore sterling bills are in demand and the 
lurcbaCers will par more than 4 grfi dollars for everv pound 
An importer will pay 4 dollars for a sterling 1 lU of £ 1,000 
If called ii|Kin to j ay mo'c he will not submit to this demand 
Jot he will get gold bear the ex]ieQse of exportui? it and will 
aend it lo}ngland Lnder such circumstances the foreign 
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exchange in America a^iII be at a premium, the extent of that 
premium being limited by all the expenses incurred m trans 
porting specie The specie exporting point is 4 8S5 dollars 
to the f \ll the importers m tbcTSA under such circum 
stances will have to par the premium If on the other hand, 
the exports from ^Vmenca to England exceed the imports the 
Tcver'e sitnation will appear More sterling drafts will bo offered 
iorsalein Vmeriea than the importers will purchase VU foreign 
bills under such circumstancee uiJJ be sold at a ihicount The 
exporters will get less than 4 866 dollars for ererv pound 
sterling Rat they have the alternative of getting gold and 
eonverting it into dollars Thu will secure for them 4 845 
dollars for a bill of £ 1,000 Therefore, if the exchange falls 
below 4 845 dollars, specie or srold will begin to flow into 
America This u known as the specie importing point 

M’e have taken an extremely simple illnstmtion which 
is rirclv met with m pmcfice and have snpposed that the pur 
chasmg and selling of (orci''n bills of exchange is earned on m 
America and not in England though actuallr it is not so In 
both the coimtnestho purchases ant sales of hills of exchange 
gio on at one and the same time Mon over this business is 
done by the bnnl s and not by the exporters nod importers 
dirceth Nonetheless the simple illustration brings out 
the fundamental truth tint when the imports exewd the exports 
foreign exchange m the country in qmstion will be at a 
premium and when in the rexerse case the ixjiorts exceed the 
imports, it wilt be at n discount 

Another factor upon which the rate of foreign exchange 
or of foreign bills of ext han^i will d< pend is the intrinsic worth 
of the bill of exchange Ruikers bill-* t e bills drawn hv the 
dealers and hankii-b on their foreign correspondents will 
naturally sell at higher ratis than most mercantile or trade 
bills of txcfiange 

\. third factor upon wluch the rate of exchange wall depend 
IS tht tlnu for wliieh the bill of exchange has to run bight 
hills wall naturallv -eU at a higher price than time bills of ci 
changi becaiisi in the case of a sight bUlof exchangt, thopav 
nient wall bt madeoarliirbv thedrawo*. than in the ca e of a time 
or a long bill of exchange Naturally a pnrihaser mil pay more 
for a sight bill of txchangt than *or a time I ill of exchange 
loreign sales of merchaudisi. like domestic sales arc usually 
on time and the exporter who has sold bis goods is entitled to 
git pavment at tin. end or expirv of the time for which cndit 
has biHn givin to the purchaser The exporter draws a bill 
of exehangi- pavable nt tlw eod ol the i>enod of crcibt, but dis 
counts it with his bank Tlie bank laav keep it till matnntv 
if It deals in foreign exchange itself or m iv send it to its agent 
in the fonign coimtrv or mar sell it to a foreign exchange 
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cJnl r T} <• I fir* at »H<h ll i«jll ‘dl jJ-fvT'W'nn <• f* I'nJTtli 
of ft 1 r for «l Ifh 11 \ ai toruti,f nit •‘in'rajIinjirMl'-of <1 *^utit 
am' on i! r (ntur* j iliiy of fufim *‘tc* anj''* 

Ttf mV of forrijn nrharsfo* «J >«h not «'rjirr J upon !)<* 
iloalinci i-och #<par»l« fair of rtiurlr i ^<11 npoi 

thru** n a ronnlfy «r I »J1 tJ o t tt rruirtri<-» inf’i * t J't' 

iho rrnn n In cpii'-'tion Vir*TAn{J tl r from 

tin 1 \ to ! n»tin Imar iK-tron tl an lortrii*o*1« fnm I’o 

<-< imtn jrl fofrl^n m lfn>-nfn t-tay 

If \n nr-A » :n>ort» Itoatily frnn otl rr «^Mititn»-* Tl '• 1 ' 

ojiw rt« ti t to I Bc’an'l tlian *1 •* fro'n firr 1 nstimt 

ni n- nnnnlao^timl c»«xU to I faril th^n itt* 'alo'* ff 
b‘r imjx ’tt from tlin Jattt^ n tinlrr at 1 I mnl ti'V** 

ot f'rt* to ll I *< \ than th** tnlao « f 1 fn»m tl » 

I \ \n \rnrri» tn f fr I r* Itmrjl raarof fa*>if 

f nd on \ni''rimn oTportor «ho > V4 t ijit to o'ffr < n f ranhan 
uinianti but ran fin I ibnty <1 rji|« rt*-m bartn? bitl* to 
of^rr on I^nlon IIo bjr» »t»-tlinj I ill» wnU tlnfu to ht* 
1 r»iilit<n wlo »urb bill* **1 ! in fum *'nl 

IJ * m to tl ^Ir I nslu’i ftr-ditom Ml tl nw ftrl an;'* f r»n*.w 
tlons taVo plaor throuzb ll*- Intirurreninlitv d bs iktiff 
boui* » In tl i« %iay t! h tnanrobr ttadi h lina wl l>y rn'*afi.» 
ol lorflsTi «t oarhart^ 

\N* may dim** a bit ftt>n onr man »(il>j*<t *n't I^nt 
out ibal prior to th*> war th* *t* rbn; i-tflian;*' billi wito anor 
montl) lu dman J to *<’ttli fomcn irdrbi'sini »« llrf ♦■nommM 
in’«roational tn to had*pr«-a.l m&Ii |•nrtl o' tbr wurll an! tho 
I nsbib flmt* ha 1 n wi 11 mtsbhih* *1 r* ptitn i > di alinc tn for*-liin 
oachangrj It wai dun t*i Ihn jrriat inlnttrlal irnttii-n rf 
Inzbiid tha* atrrhn; bill* •*«- jn demand fnmism 

nichan;! tran*aftlon«, tbnnfom w«n- >nlllr<l through I<ond >o 
by bill* of exchan;** drawn on L/indon Tl e war, honPxcT, 
dutuflx-d till* arransemnnt and Vtnenra ha» li-rrelf Injun 
to tlnannn her fomijn trade Dunnj the war joll wa* not 
freely arailablt. io b n^land an*! hr ico the i>ouDd Jtnrlmg which 
waa equal to gol 1 In pro war day* wm no lonjcr rejardctl »o 
dufing the war 

In fine, whaterer may be the detail* in the rnochanlsm 
of foreign tichanje*, the exchange rate will dep*nd upon the 
whoh of it* iotcmational Iratle lunign exchange will bo 
at a premium if ImjHirt* in aggregate from all eoiiiitnt* are 
ercatcr than export* io ajgrcgate to all eoimtnes and at a 
(liseoant unler the rtTcrso circnnutanee* In the former eaxo 
ipecic will (low out, and Jn the latter ca.«e, it will fiow in 

In the I re war day* anl now nUo when halaneoof indebt 
ednes* u great foreign exchanges go against the eouniry 
m quistioQ It* taloe in terms of tin foreign country^ 
rency falls iJut the question 1* Will the *iatt of affairs 
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lie pennanent * TJie answer is that the flow of specie sets m 
motion forces winch nltimately stop that flow Wien speae 
flowsontjthpvalueofraoneytisesandpncesfall m that country 
and this Btunulates exports On the other hand in the country 
to which specie goes, mone\ in circulation increases, its value 
Ifalls md prices rise Tins stimulates imports into that 
country Thus from the former country the origmal flow of 
specie IS cbeched 

This process, however takes a long time for adjustment 
to he made Certain devices are undertaken to correct the 
adverse state of foreign exchanges Some of such devices 
followed in the pre nar period were the following — 

The most potential factor is the regulation of the rate of 
discount by the central banks \ rise in the Bank Bate pro 
motes investment of money m the countrv in cinestion 
Foreigners want to take advantage of the rising rates of 
interest m that country If the Bank of Fngland raises the 
Bank Rate the effect will be that foreigners will like to send 
funds to England This will create a demand for sterling 
bills of eichange in foreign countries winch will send the rate m 
favour of England ^condlv if foreigners prior to the rise 
of the English Bank Rat© would have withdrawn their funds 
from England and this would have made the rate unfavour 
able to England will not withdraw them now and wiU like to 
leave them in rngland which means that tliere will not bo m 
England the same demand for foreign bills of exchange which 
would have been otherwise Tlierefore the exchange rate will 
not move further against England Thirdly higher interest on 
money makes it more profitable for foreign exchange dealers, 
who may ho preparing for a shipment of specie to other coun 
tries, to keep the monev at home Bankers wait until the 
currents of foreign trade turn and enable the demand for ex 
change to be met without any shipment of specie Or they may 
arrange fo send specie from some other countrv If the Bank 
Rate 13 high in l-ngland and low in Cerraanv Bnghihmenraay 
buy exchange on Germany and thus mav send specie to the U S A 
from Germany further a nsc lu the Bank Pate will affect 
the price of secuntios inversely to the Bank Rate lei el hen 
the Bonk Pate ri«es, securities will fall in price with the natural 
result that they will become cheaper to purchase This wall 
create a demand for them and for English money which will 
raise its value in terms o' foreign currency hmally, the rising 
cost of borrowed money will prevent the keeping of goodb for 
speculation purposes This will check the further expansion 
of industry and cause pnees to fall which will stimulate exports 
and cause money to flow in and improve the exchange rate 
All these influences, however, do not prevent the move 
ment of gold or its ultmiate effect on prices, but they only serve 
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to prevent iti movement from taking pjaee at ^^*7 abmpt 
level? When there is a constant balance of pasinoots to bo 
mode to a country cohl «»U bosin to flow in till th<^ pneo level 
clan_ts ‘sjmetinies this to«nlt tras be rtached without any 
moviment of poll or with a very little inosemnJt of it V 
conntrv for instance naay issue paper money an I prices mar 
ri'c without anv rrovcmiot of poid into it Or it may bt a 
gold mining rountry It will export go’d in the onlinarr 
course of its international trade Bat if it* exiiorts of other 
commo lilies are very htarr, it may retain this goW ^tud mar 
cot hart lo scnl it out 

\ furtJ tr point in connection with foreign exchanges is 
tint it one time between two countnes the rile Pf (ichange 
must lx the «ame But it may not be »o owing to ifmorance or 
economic friction just a* in the nnie market at two difTerent 
shops there mav be two pnc<-s for ll e esme conuniidity Tlus 
will howevtr set m motion forces which will bnng about 
tqnilibniira bnder such circumstances the rate of exchange 
will be Hunlued bv what are known as arhlraje operr 
lion* wlich a^ speculative dealin'^s the effect of which is to 
rend monev from a place where it* exchan'’p value »* low to 
ont when it is high tib its valne is eqiiahied “Ibis can b» 
made more clear bv an iinagunry illustration Take the eise 
of tie exchange rates in two I laces Pans and Lon loo Suipose 
£1— .a 3> francs in Fans but in London it u eqiiul to _a Sa 
francs Francs thertfore art cbeaiwr to a holder of pounds 
in Pans than in London for m Pans ho can get 10 franca more 
than in London lor on* f^uund But to a holder of Irattcs 
pounds are cheaper m London than la I’an» f,ecansefor one 
pound he has to pay Ic's in London than m Pans TJie result 
will be that pounds will be sold m Pans and a biU of exchange 
for £ 1 000 will sell for 2i».3j0 francs in Pans Francs will ^ 
transfcrreil to London and sold for iiounds where one thousand 
pounds will bt obtained for only 2a 2a0 francs and a profit of 
100 francs will be registered \gaio these poun'l* will be 
transferred to Pans, sold there for francs which will be 
transferreil to London and again a profit will be registered 
This will go on. till the rale of exchange m both places is one 
and the same Tlius the econonuc effect of arbitrage opera 
tions is to prevent local differences in exchange rates at one 
and tl e same time < 

There may abo be differences in exchange rates in the 
same place at two different times Ther are eqnalixed by 
very similar speculative debugs known as ilraddlmg cperafion* 
The long rate or the rate of exchange for long or timebOIs of 
exchange depends npon the sight rate and alwavs more will lie 
payable for sight bills than for long bills, becanse in case of the 
latter bdU,th.epaycMu.t otbiWBoa'O.'notity wilk beiiavnefiialtlT 
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made, but the bill wdl he i»iyibl«* after a Ions time. The latter 
tnllbodetermineilby thesisht mte Suppoie m XewYorktho 
jisht ratcis 4. SO dollars to the puond an<l m London the rate 
ofintorcit u t percent Thin in New \ork the rate for 90 d^s 
bilU (sterlins) ou"ht to be 4 7'> dollars to the £ But suppose 
Uie sight rate remaining th« oime, the long nite m Xew \ork 
u 1.79 dollars to the pound, {nopiewdlscll long bills of exchange 
U cause this will be a paring lm«m<ss The> can get I 79 
dollars fomory pound win rta« till V ought to get 4 75 dollars 
only according to the short mti T'lc) will invest the funds 
so obtained in purcba«iiig the short rati In this waj profits 
will be secured and as mori of long bills are offerDd for sile, 
this rate must fall and asnion“of short biUn are duiianded their 
ratemiist nsc Thus the long rate «dl .idjusi itself to the short 
rate. If the long rate again lall-, ind the short rate riKOS, sight 
rate will be sold and long rite piinlusid and a protlt again 
regiitiri'd 'Ilicsc two sorts of op*ratious tended to steidy 
the ratis of exchange btlw««n two countries mainly before 
the war. 

The effect of time eUimnt ii|Km tin raft of exihange may 
he further considered It is obvious that lh< longer the linor 
of a bill of exchange the lott«r will be its pru i Ik cause cash will 
bo paid at the present time anil tht biijir will be pnt m pos* 
session of funds after long In the rcserse case, the sooner 
the piirchasir can gi t inonej the mon* he will pav for the bill 
That bill will command the higlust ntiini which will enable the 
I»orcliaser to g(t money imiiwdmtil) Thin, are what aru known 
as table or ieUgraphif Iraniftrs which put thu purchaser in 
possession of money as soon as the tilegram reaches the other 
Centre Kixt come night btlh The nkorl ratr is the rate of 
exchange at which bills of exchange which have to run for about 
a week or so can be purchased long rate is a term used to 
denote the rate at which 90 d/s bills arc oITcred for sale 

Wc now come to the niithod of quotation Sonic coun- 
tries give the method of quotation m tcmis of their own cur- 
rency, e g , >'ew York, Pans, Berlin, etc , and others in terms 
of foreign currcnc}, eg, Indii and England — 


l«'ew York 

Pans 

Bombay 


Jfethod of I'or of 

()untioR rxchangft 

. . Dollars to £ ■* dCC 

. . Francs to £ 25 222 

. . Sterling to rupee 18d 


Actual Hate 

3 191, 3 65 
63 80,’ 57 00 

m, vn 


The abose tabic shows that the method of quoting is the 
local currency to the £ in case of Kew York and Pans It is 
thus clear that if a sterlmg bill « purchased in Xew York or 
Pans, the less of local ciurcncy is gis in in exchange for a pound 
the better from the point of xiew of the purchaser. Therefore, 
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ID a centre as New \ ork or Pans where the quotation is in home 
currencT tlit hijrher rate indicates the higher pnces of foreign 
hilh If the par rate u S •* 8G6 to the £, the hisher rate means 
4 8 St to the £ If at the latter rate a sterling bill worth 1 1 000 
H to be purchased more dollars have to be giren for every pound 
or the price of the pound is lugher than par rate In case of a 
country which quotes m terms of foreign currency, the higher 
quotation indicates cheaper prices India quotes in terms of 
I ngluh turrenev and the par ts 1 G to the rupee Higher 
quotation means 1 7 to the rupee If at the latter quotation 
a sterling bill of £ 1 000 M to be purchased one rupee will pur 
cha-Mr more of English currenev at this rate than at par It is 
cl capir to purchase a sterbog bill at this quotatiou In case 
of a country which gives the method of quotation in terms of 
foreign carrenev the higher quotation therefore, indicates 
cheaper rate of foreign bills of exchange 

When a country quotes in terms of foreign currency, the 
long rate will be above tlie short rale Take the case of India 
where a sterling bill of £ 1 000 is to be purchased feupposing 
it IS a short bill of exchange and suppose for every rnp"C 1* C<i 
can bcpurchased ThusforastcrbngbiUofCl OOOFs ]3r^33oS 
snll have to be paid But if a long sterling bill is to bo 
pnrthasc I the same amount of rupees can purebase more than 
£ 1 000 because the purcharer will be put m possession of 
funds after a long time but be will pay rupees immediately 
Hence the seller must give more of foreign currency for rupees 
■wluch ii^ receives immediately But when the centre quotes 
in home currency the short rate will be above the long rate 
*'nppose 4 860 dollars to £ I is short rate A biU of £ 1,000 
can purchased for 4 866 dollars Hut if it is a long bill the 
purchaser will get funds after a long time but will pay dollars 
immediately Hence be must pay, sav, 4 <*!-> dollars lor every 
pound The latter is the long rate which is below the short 
rate 

It can be easily understool now as to what is meant by 
nsing and falling rates of exchange ^lena centre quotes 
the foreign cuirency, the rate wiU nao when less o! foreign 
currenev can bo purchased for the same quantity of home cur 
Teney This wiU be expressed by a falling quotation If m 
India the par of exchange IS 1 6 to the rupee and suppose the 
current rate of exchange is 1 -> to the rupee thn means that at 
the latter rate a rupee can purchase less English t urreney than at 
par an I, therefore, the rate at which sterling is purchased has 
ri*en If the prevailing rate u 1 7 to the rupee it means that 
^.ne rupee can purehaseniore of English currenev than at par and, 
therefore this means a faU in the price of En-^bsh currenev 
lienee naiag quotation in such a case means a fall m rate If 
the quotation is in terma of home currency, a nsing quotation 
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means a nsin^ rate, for this show-, tint more of home currency 
IS to be paid for the same amount of foreign currency than at 
par , a fallin? quotation, on the other hand means a fall in the 
price of foreign currency, for le!>» of homi ctiireney is to be i»aid 
for the same quantitj of fonign cumnev than at par or m 
other word«, foreign ciimney can bt ehtaplj purchased 

e noiv come to favourable an I unfavourable rates of 
exchange The nti of txchance is unfaionnhle when the homo 
currency falls m aahie m relation to (ht foreign currenev e g 
1 <>=one rupee nt par and if the pn vailing rate i* 1 «= 
one rupee, the value of the rnpet has f illtn Lxchange under 
such cireiimstancea is tinfavonmbl uir more of the home cur 
rency is to be given m evch inge for fht «arne qiiantitj of foreign 
currenev than formerlv In lasp af i country giving the 
quotation m foreign cumues » fall in tlu quotation implies 
unfavourable cxchangi In case of i tiutre gismg the 
method of quotation in h mis of home currenev a fall in quota 
tion implies a fasourabh (idiaiigt and a n*e in quotation 
denotes that the exchnngi is unfaxoiinUe from the point of 
vieu of that centre for in t In fonm r t h •* of home turn ncy 
can purchase the game quantity of fonun turnne^ than 
formerly and in the latter ejsi mort of honn ciimney than 
formerly is to be given for tht saim quantitv of forugn emrenos 

An unfavourable or a deprctiatim. iiihangc stimulates 
exports and a fasonrabk exehaugi stmnUates imports If 
exchange IS unfavourable to Indii thiti the ratio goi.-' down 
to 1 1 from 1 fp to the ru|*ee exports will increase Because 
It in Fngland goods sell for I 5»/ tha‘ means the Indian ex 
porter will get a rupee where is if it is at par ht will get a rupee 
if the goods sell for 1 Cii Obviouilv if (he prae level remains 
unchanged m England, unfavourable exchange wall be a sort 
of bountv to ixports But if exchange is favourable imports 
wall be stimulated and exports checked lor if the exchange 
rate IS prevailing at 1 " to the nipee Indians can purebase. 
more goods for 1 7<f than for 1 6d but wall have to pay onlv 
one rupee Obviously, a favourable rate stimulates imports 

A depreciated paper currencj does not alwavs act as a 
stimulus to exports and a check to imports But when paper 
money depreciates two phenomena apiicar — a general rise in 
prices and the specie premium If the specie premium is higher 
than the general nso m jinces inside the coimtrv, exports are 
stimulated because the expor*er bv selling in a foreign gold 
market gets more of the current paiier money This tendency 
promotes exports still more for their prices n»e m the foreign, 
country if the sincie premium is lower than general prices, 
imports are stimulated because the importer finds it easier 
to pay /or his imports 

^^c have so far considered the state and determination 
of foreign exchanges mpre war days The aboxe will also hold. 
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}:oo<] of c-wo? which are norma] and when there are no vjolent 
diitnrbance^ caosed bj* monetarv phenomena each as toot 
place dnnng the war of 1914 1919 Senoos loraphcations 
aro’e dunng the war in the foreign exchanges owing to different 
tnonctan svstems in different countries Exchanges were 
dislocatec’ and speculation of the worst tvpe set in 

Tlip war penod was marked by a very great nse m prices 
hronglit about bv an increasing circulating medinni This 
increase in the circulatins medium was inconsertible paper 
nionev in all the European countnes and siwcially m the 
belligerent ones Even where tins piper was convertible into 
gold the melting and exportinc of gold wire forbidden or were 
p<nnitte<l onlv with the sinctsou of the governments The 
purchasing power of gold also fell throoghont the world, because 
its snpplj for non monetary sources increased enormonsly 
^ot onlv this but the suppbes oi goods and services fell const 
derablv because of war disturbances and, therefore, the nse 
m prices wa« accentuated *tiH more The main cause of the 
dislocation o' foreign cxehang's was this extraordinarv issue 
of inconvertible paper ranmy coupled with the soaring pnees 
hronglit about bv it L mler these cireumstances, the tradi 
tional methods of regnlatiug foreign exchanges cmploved hr 
vanons gosernments failed utterlv to give relief The 
following wire the methods etnplosed to n^golate foreign ex 
changes and their object was to hose a favourable balance of 
fonign trade in order to come to si>ecje basis But behind 
them was lurking an important failure to see tint the favour 
ah’i balance of trade or the extc s of exports over imports U 
it*eU the cou‘< qt-ence of lowered prices which can be achieved 
bv getting nd of the incubus of pijcr money 

fl) One o' t’ie«c methods was tue policy of crc'flHyc 
pfgymg followed by the Itnti«b Coscmmtnt The Bntiah 
Govtrnment oppomtnl Messrs Morgan & Co , as their >ew 
Tork agents whose biLsiness was to purchase all foreign ex 
changes or foreign bills of iithaucc at 4 7C dollars per pound, 
a pme of pounds which was higher than free market condi 
tions would InTi hrnnght about f,arge funds were rt^qnired to 
carry on tlie*chenie,be<an»e when the price of foreign etchange 
was kept at a higher level tlan free market conditions would 
hail lUowcd, more, foreign bills wtre oiTered for sale in New 
^®tk The e fiinU were obtained hv conipulsorily acquiring 
t* e ilollar w-cantics hi 1 1 by BmisTi invt store and selling them 
in l>jr irurket Or these secumic s were pledged with the 
\mirican Gorernnunt wldch on their strength allowid credit 
to the 1 nti«h Gorcmmcni The di'licnlls of the situation 
was this that the j>olicy encourage I *nipor*s and consequently 
the account ol yarmeatu vX-va Usswte tbt iuftbt-T pcAit> cA 
import restnclions was fo*ljwefl Tld* redocc*>l the stnun 
on tl e resourcci of the guvmmient Even then the pohey 
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could not be continued after 1919 and tlio stoppage o' the 
policj sent the dollar sterling exchange to $ 4 46 £ 1 very 
soon 

(2) Another important device was to fix the pnee of 
foreign exchange (foreign hills of txcliangL or foreign currency) 
inside the home countrv at a lower level than could have been 
brought about bv free market conditions In other words, 
the value of home enrrenev in terms of fonign currency in tlio 
homo country was fixed highir ‘’han was wamnted by free 
market conditions The intintion was to enable imports to 
come more cheaplj than wool I ha\e Icon tht ease otherwise 
Suppose under free mark< t conditions ont umt of the currency 
of country A is equal to one umt <f th« currenev of country 
31 but it the government in lountrs \ hves artificially the 
value as one umt of \—2 units of B this will increase imports 
into \ country from B because _ imitsof tlu tinrencv of country 
B will purchase more gooilsin countrv B than one unit of it 
Hence if thesalue of V scmrcnc} is artificialh kej t high iirj orts 
into will be clieaplv brought But the «IiJhculty will be tint 
more means of pa\mcnt will bi mcessirj wlun imports will be 
stunuhteil and this was what hapiKned diirin^ tin war There 
was lack of means of pavment for incrnsin'’ imports The 
altoraativi to the currsnev authorits was to ni«e tlie pnee 
of foreign oxchaage and admit that itsiurrency was worth really 
less than its official salui \oother alternative was to 
lestnct importation so that the domnl for foreign eurrtney 
might be reduced 

lurtlier, we liavt seen fomierlv that if tie exchange 
rate differs at one and tie sanu tinu in different places 
forces will be set in motion to equalise it if it is left to it'elf 
■Speculation will stt m till it eomc» to equality m two places 
^ow fixing the value of the home cumucj lugh m fenns of 
the foreign currency inside tin countri overlooked the fact 
that m the foreign centre also tlnn was some value of the Jiome 
currency m terms of the cumnev of tit foreign centre which 
was hied by fret conditions in the market That led to arbi 
trnge speculation dosenbed previously and increased the difli 
cultus of the currency authority which fixed the value of liomt 
currency high inside its own country Thtre was a great 
deman I for foreign curreno for sptcuiativ e purposes and the 
government had to differentiate between legitimate and lUegi 
timate demands for foreign currency Proof was required that 
commodities had been actnallj nniwrted and that the demind 
for foreign currency was genuine Irom this it was an easv 
step to place nstrictions uion imports to reduce the demand 
for foreign cumnev 

(3) Gold exports lecre prohibited partlv owing to joli 
tical reasons and partly owing to sentimental and psvcliolo 
gical reasons But tins tonld m no way allaj tl o situation 
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this dexice cannot iraprore foreiga exchanges for if more money 
remains m the conntrv, this willraise the price leveland increase 
imports Tlie cause of tlie depreciation of mono is not its 
export but Its o\er issue which mn^t be prevented 

All the above and the libe deduces failel to control and 
regulate foreign exchanges danog the war because they neg 
lected the mam cause of the depreciation of paper money It 
is the over issue of paper money which is responsible for high 
prices and for mcreasmg imports These devices were followed 
because it was thought tl at the creation of a favourable balance 
of trade vcxcess of exports oacf imports) would improve ex 
changes But the balance of trade could not be favourable 
■with the poUev of inflation and it was thi'> that ought to have 
lieen prevented 


The Theory or Piechasino Power pARrrT 


We now come to the theory of purchasmg power panty 
commonly associated with the name of Gustav Cassel a 
Swedi 8 hl*Tofessorotthe tmversitj ofStockhoIm ^^e 6 awabove 
that the mam cause of aariatious in exchange rates i as not the 
balance of trade but the level o' prices because the balance 
of trade itself was determined by the lei cl of prices witlim 
and without the country In other word* the level of prices 
18 the mam determinant of the I dance of tnwle k. lugh price 
level inside a country -ui compared with the price level outside 
will stimulate imports an I check exports and make the balance 
of tndc iinfavourablo which will cau«e the value of tho home 
currcnc} to depreciate m term* of the value of tho foreign 
currenej V low price level inside the country will pro luce 
reverse effects and will make exchanges favourable to tho 
countrj m question 


It 13 thus clear that giving allowance for the cost of trans 
port and the taxes on imports and exports tl e same articles 
will cost tl c same amount lu all countnes which arc m touch 
with one another If prices of the same goods an? higher in 
one country than in the other bv more than the rost of trans 
port, the goods will be sent fn m an area of low prices to an area 
othi^hiinccsorfromaplacpwl cn tlcir value in terras of money 
islov, to one wl ere it IS high Inlhei teafromwhich goods come, 
tlie value of money will faU for each unit of monev wall pur 
chase less than fomierlj as Ic«s goods will remain in that ana 
In the other area the value of monev will n e because one 
unit will purchase non* than foime-rir Therefore a uniform 
price level will ten I to be cUbhdeel in all tl e«e areas If 
they all use tl e. same money, money will more from tho places 
■where its value is low or which comes to the same thing where? 
1 rices arc high to those where its value is high or prices are low 
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It n tliti* fa*;* to H'T tha* tbe ralo** of inoTSoy of onP 
of countriti In t^-nn^ of that of tho ot'u-r • 

d» finiii rt-laJjon to thf an ounl of iV too it can or ‘ tfji* 
rflitivo Taln> of tijojr monefi will dcjMnl upon ihfir ribtirc 
[lunha'inz iwwcr Tht- r»l< of rtchan^o Ixtwc^’ti the enr 
reiici 5 fi* connlri*^ «ill b< m tli** name r**>o which 

thnr \>n<i l<\cl» unnl liji* f« tho IhcorT o' purrhaMn? 
jwiw«r flints \\ i HI 1h^ cnmociM of the wori 1 were all on a 
eo! J ha*i« f huf r» h'ire raluo <!• ixfi'fM npoa the amount 

of col 1 III* til »hi» h the unit of each rorrener cont''*^*”^ “ 

at anj in 't"!* nt it veat not ao ii onej t.»» *I to twovc *iujte froelr 
from on pine to another TIim common mra»off 
!> cfTfctn* un'lcr <li'^c»int InconrcrliWo paper 

To ( xplain it tn another war the theory it fbw . (1) The 
purcha'inc f»<,«er of an inconre rtihle pijicr ruiTtPft' within 
11* own bfinl«r« i!e|>ends ii|>o i the cmrcncy polio/ nf the ton 
trollinc atithonto (•) The purclta*mc jowir t'f an iDcon 
\ertible |^^J•cr currenct ootvilc th« political bounilanc-s of the 
countn dtpin'ls upon the rate of <ichanr» Wtwan the 
hone oarrrncT an<I tl* foroljm ctimnoy triultiphed hy tie 
pufc'ia«ini (xiwet of the (OMcn correacr ia th<* fureisn 
country '•tJppo»( wc want tv know the jurrha'tns powerof 
the (mrtvni.r of country \ m cvcmIs jn'country CcnvrH 
V • currencr into H i loppocms om unit of \a»2 nniw of « 

I md out how much 2 nnit* of B wiJI pnrehace To know thi* 
we nJiall hare to trcltiplr the price per unit of a commodity 
be th« nnirbcr of unit* m quc-stion of B» correaey Thnr 
we ahnll Ijc aide to imd oat the external i aloe of '** cnrrcncy. 
(3J Lmler condition* of eqatlibnum iLe internal and external 
purehaJinc jiower* <if the corrcncy of a countrr nmJt the 
'same ginnc allowance for the eoit of transport If that la 
not So at a particular momeDt, forres win operate to bnn^ 
about ifiuilibnam {IJ From the aborp (1), (-1 and (3)jt 
follows tint under eonditiooa of pQuilibnQm the ratio of 
eicbange between the hontecurreney and the for*^?*! currency 
must be eqnal to the ratio between the pojthasmg power of 
the home CDrreney at home and the foreica currency in the 
foreijm country “ This ratio between the respectire Lome 
pnrthasing powers of the two cumnczps i* dc^ijnated their 
purchasing power panly ’’ 

tVe shall go a bit fnrllier into the question andobserre 
that If the pnee lerel in one coantiy is lugher than the pneo 
level m other countries, ciporta will not be made from that 
country unless the depreciation of its currency m terms of 
the foreign t-urrency compensates for the nse in pnee in that 
country Suppojc the index numbCT of commodities in 
country A is 150, exports will be rcadc only if the depreeaa- 
tion ol itscurrencj in terms of the foreign currency 50 per cent 
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an t i> nj Ii* tinr thlnV ihit tin r»l^^o^ Ih'-fr <-nrri*nfy ■will fall 
flill mure T1 • n forr ihi-j mar r{.4-« nlati* uri<l f rrch3*< in hryf 
<iujntiti.« tl< rnmiMt "rhlf!! IhInV lf> 

JI pr»“< 1 III h n iliK » of a fi rtl rr f HI in ft* tali <“ 

■)*inz to rojunuM inlljti<>n vhlrli will ioili r** 

ti> irpnrt itnif «ii'Tinr% at tin ratr anl tint *111 

r-ja«i A fiirllii ’ f ill in tin mtr « f m *nr;r TaViaj th’* abi^rn 
till- 'i I! i<* m »} imlil l*r tin j«-»f n' rtrlnnn — 


ln» 


I 1' «' Tjel AftOAl rut 

I Hft' it \ iif r t n' t-l} ct 


ThiM '!<■ II mil riti of fxthtnz’ difTir* tin |nr of fx- 

<han„ a< »hii»n br thf- pnnha* n™ f*anly \ » furrffl''y 

1* utnii r taJmii It mar !« iwollr •’f ' ^*’^1 

tJi it flirt h» r hillation of th*if toontrr $ i nm-nr-y will fatr itlfli-tf 
and in lalni will furtlnr fall Tliit w.11 J••lluoo flirin to p-t 
pii <i4<Kin if tin fomini onm noy in < irlimp fn*- Ih^lr ti* tr for 
tin y II IT exfwrt th» litti r « Inflation and tin roniivjmnt fall fn 
tin ra’nc of It* unit wilt Ik n uoh li'ai Tl it will inaton CTt-atfr 
ilrniand for fntr isn rnm nor tn A tljan it afioul I Bfid liORif th** 
valQi- of Jl « riimiirv nit»t fi*** mon tiun wanratitoij fiy tfio 
nlatito iiiir‘lix*in? fio*rf Tbo »xin» renwi-i {« n-cponiM* 
for a crtJtof fall In tin* raluw of (undfr rain ilfoni A • ctirrmcy 
tliati iii(imt<il lit th< pnrrharin: ftow^r |Mnir lint *re ahoold 
out rniiunilcntan'l tlilnzr and a’locld not rv'ranl iporulaUn’l 
fli ihp rnui'' of tlio di'pn elation tif Ihi ralu" of \ » fUmnoy 
In Maiion to ll * etimney itiot» than d>not<il hj tin blatiro 
pijfplia»tBff j>o«fr of tfo- 1*0 enni nnr* m thpir n»n tountnot 
T1 i* will U* tantainount to ibrin^ the cart Ufon* tho hopr 
and mbtaVins th< ofTict for tin* rau*»- for the riiu»o It inorr 
and roDtinUdl inflation whirli i« tTtr-on«ih|< foratnculationand 
not tho othrr way round Tt.w |.p%otnion of furtlor inflation 
will JinproTO lliofonijrn ‘xrhanp and will pnrint sixTalafion 
Thiiip conditions till rd*Tilly wrn apjlioahlp to the nimn-'ics 
of till contimntal muntneg and Iho mark. Iho fir» and the 
franc wirn under rnlncil lo linns of the tlollar bocaujc of llic 
alKivp nnntionid rrasonn 


On the basis of the present thcorv. altematirc explana- 
tions can now lx gin n of tlieeit hange mtthods folio* nl duno? 
the war toimprox « icliangrs } adiang. p«a;!nrir,forjn«tanci, 
enaMcfl the iiuiHiniDg roantrj to k«p its pn^a s low and to rauc 
pnc<« m the VA A , f»*can«» at the higher rati of exchanjP? 
artificially maintaintd, imports wire stmiulatM Into Fncbnl, 
catwd pnm to f lower of the impiirts and holier of the 
than would hau Ixo-n the case othinnse. 

closer to the 

V helped Amincaii pnc»s to go up to the 

hut prtrent«l the latter to some extent from 
n in„ up In the ahseaee of this policy eiimhbnam would 
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been established bj* a fill m Furopean exchanges and 
■would hare sMped out the proflts of sale in the high priced 
Furopean countries It must le notid that the purchasmjr 
porter parit\ corresponds to the poU parity of the prewar 
dars with this liiffirencL that tht purchasing power parity 
hU the other one is not a fixe I lar Tlic rat« of exchange and 
the purchasing po«ir par must come to a state of eqmlibnnm 
hut not necessanlj ba monments m tvehangt rates only 
The purchasing power panta inaj permanentlr change if 
th rtlafiie price leads ehingt ptnuaiiinllr because ot 
certain causes ^ueh a eaiaeljsm as the war may set up 
a new equilibnnin position Then niai for example be a 
change more or Itss jicnnamof or at I ast as prolonged as the 
reparation payments in the r latis« ttthing calms of Ger 
■nianr 8 exjxirls and import* t<*|eotnels or of tl o«o Cerman 
products and stnice* which tnt«r into international trade 
and those which cannot Or a"ain tic stnngtluning of the 
financial position of the I s \ a* against Forope 
mar have shifted the ol I equilibrium m a direction favourable 
to the ITS \ In such ea< * it is not lorrect to assume that 
the codUcients of the pure! a mg power j antv calculated 
as they gtneralij an. by nuans of the rdame ranations of 
Index numbers of geniril lurchasmg power from their pro 
■war levels must ultimatdi approximate to the nctnal rates 
of exchange Or tl at inttmal an I external juirchasing power 
tnnst ultimately boar to on another the same relation as in 
1913 


If however, tie lliietualions of the purchasing power 
parity ar dilTercnt from the lluctiiations of foreign excl angis 
this shows that changes in tin |necb of the two sets of com 
modities which rcspectiveh lo an 1 do not inter into foreign 
trade are going to take plie* Nioner or later the piinhas 
mg power parity nnl tin rate of exchange must cotnt together 
again— either foriign exchanges mar come nearer by a move 
nunt in it or it may bo tl e othi r wav 

The importance of the purchasiiig power parity theory is 
that it regards th intenial purchasing power as a more trust 
■worthy indicator of tlie value of a currency than its market 
rate of exchange It is I ecan«e the internal purchasing power 
quickly reflects the monetary policy of the country "bich is 
the final dtttiminant Tbenfon 

bred, price levels must be stabilized first stabihzation 

of intes requires two conditions to bo lerfonned TirstW, 
inflation must be prevented and no more paper money rni^t 
be issued and secon Hr, prices most bo aUowed 
own level without any hindrance U»it if 
to find their own level how to deal with the problem 
valuation of currencies T There are different degrees of 
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inflatioii in diiferent counfnea and if a policv of deflation la 
followed the deflation in the conntnes in which inflation ha? 
taken place to a greater extent miiat be much more wliici 
wo lid remit in a Terr indden »nd eitreine fall in prices 
T1 e policy of deflation 13 not desirable in most cases 
Devaloation or etabilii ng the internal pnee lerela wherever 
ther are and preventing farther changes in them geems to he 
a better pohey This means that the floctnations 01 
exclarjgcs are hkelv to be mnch greater in the postwar 
period than m the pre war times 


EtcuanciE Fates Betweet ^o-vee atd Golp ts»G 
Coi’tTEIES 

The foreign exchanges between gold conntnes depend 
on the eqmralent of different gold corns Thus one English 
pound contains aa much gold as 4 Amencan dollars There 
fore the par rate between them u £ 1 — S4 860 Bnt all cotm 
tnes arc not on a gold basis Obrionsly under inch circom 
stances there is a complication in the foreign exchanges Snch 
a state of affairs is possible when one conntry is on a gold basis 
and the other country has a resort to inconvertible paper 
money or when one coostry is on a gold basis and the other 
on a silver ba«u as India was up to 2SD3 and China u to day 
leads to the phenomena of dislocation of foreign exchan'^s 
We have already considered the case of conntnes having 
resort to inconvertible paper money and shall see now how the 
rate of exchauge is determined between the currencies of two 
countries— one on a gold and the other on a silver basu Pnor 
to 1893 the English exporter who had sold goods to an Indian 
merchant had a bill payable in silver and even now the 
Fnglish exporters have bills of exchange payable in silver on the 
Chinese importers The Indian evporters pnor to 1893 had 
and the Chmese exporters still now have bills of exchange 
parable in gold on English importers 

Two sets of factors determine the rate of foreign exchange 
under such circurastance? (1) The balance of indebted 


neas or the relationship of exports and imports detenrunmg 
the defi'^iency or cice«s of bills m two centres required for making 
payments will be one fattor If there 13 a greatar supply of 
gold bills in China than there u the demand for them they 
wiW se^ at a low pnee to China On the other hand silver 
bills on the Chinese in England will sell at a high pace This 
wni be the case when exports from China to England exceed 
the import? into China from the latter country But should 
imports into Cl ina from England exceed the exports from 
China into England the demand for gold bills m China will 
be peater than their supply and gold bills will be sold at a 
high price Conv^ly m England there will be a greater 
supply of silver b Us on China than there wUl be demand for 
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Intemationfll Trade 


Tiu [rrirnl U tJp of ajx-cj^lifTtif'n and of diruion 
of laltonr Induiilitah jmiups c* in Ijvl lual* anl nations 
ram on ll < » artnll»r« for «hJ'-h ihfy are Ixit fitted ly 
tmnin? iinl natural ajtltulr Tlioa jrtvfufo coo*!* In aeldrh 
th ir IjIx (ir h n o^t and pet In fxrlianpe for tlieit 

art! fis [ro<lin-e»l It Qth»“n I nryl>Oi1y *tanl* fi> C^'n in 
tti» »u\ TJin IR tbi rxe «itli natiorn alio ne eonn 
trns iiMrinlui in tin prixlintfnn <f «om< rnnimmliflpR and 
«I1 tl M romn <><litl<» in uehanpi for oilier^ aihicli r»n be 
n l\aiita»win*h jircKluctil No country of ll^ 

ftodl IS MlfRiiricHnt toda) inHc frodocllon of cotiifnMl 
ties tiKil bj Irr imojI* Isirr country exports nnl import* 
a hrfcc ni;ml*er tf coiniiimluiM Tht< intcrclanpc nf corunio 
ditic* IxtirMn nation* nnd countrif* i» rnljoij intimiflonal 
tradi It* (xtent anl inipnitiib harr l^rn contmualir tn 
cnaiirg ix'ianRc of nen aim? •p'cialirat ion and intcnlcp^n 
demt (tisinz to ranon* inrctitu ns ami improcinicnf* »B 
the art* and iiKlhod* < f ( mluction nnd m lrtn*i>ort‘ition faci 
IitKR, tiK nu 2 ( of roinnimlitKs that (liter into intimational 
tfuU ha* incrcTsiil consi IcnWy 


TJ « caiiaci tT8(Kin«if>h for lh« rxports and import* of 
difTtnnl commodituR for diir«rrnl connim.* nny iiox lx con 
Rilenil India export* raw mafcntU an 1 pirtlr manHf.»ctiir 
od poo<l* nnd imports mainly minufactuml nnd *tni 
ntanufactumi (.ood* **iinil3rlr. In lands (x^Kirts to xanous 
(uuntnes of the world (onslit of in-iniif'tclunal pomli of 
ranou* tTi>08 and htr imports conmt munly of fool prodn-t* 
and row imtcnals Then am wrtalti factors rcsponuhte for 
this state of allairs In order tint a lommodity shall be 
exported from one conntrj to anoihir it mint Iro soiiicwlnt 
cheaper in the cxjKJrtmg country anl it should l>e so cheap 
as to lx ar at 1 a-st the cost of transport Thu* onlr thoie com 
iro.litI(8 are exporKxl from a country whose prices arc lower 
than In the tountrr to which thfv an. R«nt The«< thin"-s arc 
those m which labour js cifccmelr «mplo\etl In otlar wonl*. 
a country txiwrts those commoditi s in which it has a com 
paratirc adcanlape an ! Imports those which if product d with 
»n pnee hor producinp the latter 
duailiantsEe in thn pradnrtton o[ ,unh commodilies 

™ .'.Tn"? "■'l.M oii'l IilSli imi-" 

KO tojclher and that Imr »as™ amt low pticn are alnapn 
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consistent Tins vien is tvtoiir Amcnci exports wheat to Fuj; 
land andln^hnd exjiorta cotton and iron and steel poods to 
India In America money incomes of the producers are hiph and 
nape earners are also %eiT well remunerated and so is the case 
with British producers and wape eamirs Thus hiph wapes and 
low prices can go togetherproviledthc productivemss of labour 
IS great A high wage rate is no obstotle to low prices and to 
exportation provided labour is \try effective in tlio produc 
tion of goods concerned IIi h nione\ wages without effec 
tiveness of labour will mean high pncis and wall prevent ex 
portation unless the State intervenes Tlio ] reducers of those 
commodities in winch labour is net effectiveU employed will 
find it diflicult to meet foreign competition and ma> even bo 
undersold by foreigners in tb formers own coimtrj 

India, China and Brazil export raw \ roluco and m these 
countries money wages are low and labour is also compara 
tively ineflicient Thev import manufaeture 1 goods produc 
cd bv eflluont and highly paid I dour Tluv export those 
things in wliich their labour is p«rla|s inetTietive but is leas 
ineffective than it would bo in making tevtiUs hardware and 
other manufactures They export those thin s in the making 
of which they have a ctmiparativeadvantagp that is those for 
t'hicli, in their own borders latxnir is most effective Tims 
incomes and wages luav 1 e 1ii"h or low within a country those 
commodities in which its labour is most iffectivi are com 
parativcly cheap and are hkvU to be cxportid Thi causes 
of cfTectivoness of lal our may b< due to climatic superiority 
or other nataral circumstances They iinj arise from skill 
and aptitude or they may depend upou tho availabihtj of t esb 
tracts of fertile land, cheap railroa I transport inteUigeuco 
of tho producers etc 


Tima commodities which arc cheapiv pro luced in a country 
will be exported from it and any cause which mal cs a con nio 
ditv cheap acta as an a Ivantago to exports Exceptionally 
low wages of a particular kind of labour make a commodity 
cheap and promote exports The labour may not bo very 
cfieetive, but exceptionally low wagex are conducive to low 
Pnees and are a sort of comparative advantage For mstance, 
m Saxony an! Bavaria, there arc congestel districts v hero 
people are willing to work, long hours for very low wages and 
oence toys and some sorts of tevtile goods are made and ex 
ported from thi so places Sinularly in I ngJand in the chain 


_ The State ina> grant bo ntiea or pv ctl er cone -vsions to the 
to enable them to export lo foreign countiies In 

cases Ion offectivene*-* of labovr Itpl wages an! exportation. 
^ P"'“‘hle blit this will contii oe only *o long as tl e ‘'tate contim es 
6 antmg concessions or in course oft me labour si ni 1 1 bcconie ertective 
* Taussig Pnncipht of Eeono «?» tol I p 4S3 JO’S Fit on 
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making and lacf^making indostncs eiceptionallr low^ wages 
bnn'’ about eiceptionaJlt low pnccs Thos speciallr low 
wag( 8 and a specially effectire labour wort in the game dircc 
ticin an 1 iromote export* 

It mnst be mentioned that generally low wages of all 
cla8 (s of labour in a conntrr will not promote the export of 
eon modities prodneed br low paid labour There is a com 
n n D tion an ong pcoflc that commodities jroduced hr low 
pail labonr will leal to underselling in all goods In other 
word* goods made hr exieptiona!!*- low paid labour wiH 
alwars sell tleaper tian goods produced bv well paid 
labcar This idea is wrong and if this wonld lave been 
true there si oiill alnavs have leen onlv onesided trade 


In tween ronntnes where in some wa<’es are exceptionally low 
anl in others they arc high In India and Japan wages are 
lower all ronnl than in Vnierica and England and stO! the 
former two countries import a large number of commodities 
from the latter This fact can l>c explained by taking an ima 
ginarv illustration *5oppose two conntnes India and England 
to enter into trade relations suldenly there having been pre- 
vionslv no trade between tiem If money wages are lower m 
India all round anl all goods there are cheaiicr money hat a 
lif'hcr value in India than in England and goods will flow to 
England an 1 specie to India Trade will move thus only one 
wav The fow of specie into India will send np wages anl 
prices will fan m England ITns process will continue till etinih 
bnum IS established But that cqmhbnum will not necessanlv 
be reached at a stage of equal wages in the two countries and 
tliu will not lead to equality of pnets in both countries As 
pnees nse in India it will appear that prices of certam com 
modities do not move up to the level in England of the same 
commodities These are commodities m which Indian labour 
13 most effective or where wages are exceptionally low These 
commodities wiD continue to be exported from India even 
alter a nse in general wages and pnees has taken place 
X everse will be the case in England where as a result of the out 
flow of specie wages and pnccs will fah Prices of certam 
commodities ra England wiU fall below the Indian level and 
these conmodities wfll be such m which English labonr wiU 
be very effective or where wages are exccptionallv low These 
^ ^ >ford3 there can 

h^y ^ such a thmg as continue 1 underselling m all goods 
certainly bean equalization oral approach to 
ofmonev m the two^nntnes 
develo^cnt of imports and exports each 
^ those things in which it has anadv^tageand 
SSe S f * disadvantage Of com^e no 
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It Is clear from the pnaaple of comparative cost oc com 
■parative advantage that a country may import even those 
foods which it can produce more cheaply than the country 
from which they come A countir may be able to produce 
two commodities more cheaply than another conntrj , but still 
one of them may be imported The reason is that the former 
country may be able to produce one of the two commodities 
more cheaply than it can produce the other commodity The 
same quantity of labour and capital may give a greater yield 
■of one commodity than that of the other It will be paying 
and consequently more ecODomical for i country to produce 
that commodity in which it** advantage is greater and import 
■the other m Mluch its ad\ intagc is kas The U S A may pro 
duce hemp more cheaply than Russia, vet hemp is imported 
into America from 1 nssia 1 he reason i» that labour and 
capital may he mori. advauta’eou>1r cmplojed in the produc 
tion of other commodities and it is to the interest of a ‘’ountry 
to tarn its labour into tbc mo»t advautagtous channels An 
able business man may bo able to do the ngular ofhee routine 
work more efficiently than Ins clerL but none the less he 
■delegates that work to a paid secrotorr It is because Lc should 
con&o himself to fLo ta'>k of niaBa-<intDt planning end 
organization in n Inch he lias peculiar exci Jlenci and whicJi ovill 
pnj him better This is kaonii as Mr Lou of ComporaUto 
^dcnntige or Comparninc Cat 

Very often international tndo cannot bo explained in this 
way Uanally there is an absolute adiantago on both sides 
■One country can peculacc a ten cotnmoihUea more cheaply 
than another and the former will import those com 
modities from tin latter Rrazil for instanci can produce 
•coffee more cheaply than Viiienca can and India can produce 
jute more cheaph than other countnis That is why these 
commodities are exported 

There is a differtnce between the basis of gam from inter 
national trade according as it rests on differences m comparative 
costs morel j or on absolute difftrencts as deicnbed aboae 
In (ho case of absolute differeneos in adrantagt » e where one 
country has an absolute advantage in the production of a com 
moibtv Over another, excliange under all cases will be to 
mutual ad\ autage, but in the case of comparative advantage, 
the existence of trade and the gam from it depend upon tho 
fact tint labour cannot freely nioao from one country to 
another This movement of labour is not possible because of 
the ties of language, nationality, religion, attachment to one s 
kith and km and because of difficulties of ignorance, poverty 
snd legislation , , . . ^ 

I'rom the nboxe ibscussion it should not bo inferred that 
^ country produces only those commodities which it cannot 
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import or that vliatevor artirlos it txporls arc giippliptl 
oTclasiTtlj to other countnes The game sort of commodities 
mar be produced at home and iniportfvl ag well That is, 
intematioml tndi is competitive an ! not always complemen 
tarj The riasons art firatlyf commolitics arc produced 
under conditions of dtininishing returns or of % on in? cost? 
^Vheat IS exported from the L to rn^land and Germany, but 
a part of it can he crown m rngland as chtaplv ns in tmtriea 
rnglaud and Germanv will be at an advantage if thej raise 
wheat from good sourcts of supply, but if the margin of cnlti 
ration is pushid down and wheat is raisctl from poorer eonrets 
thes will not l>e able to hold their own \8 nil the supplies cannot 
be raisctl from good sources imports are natunllv made A 
portion of tbe supply comes from domestic production, but a 
large ijuantity is iraporte<l Uitli manufactured goods the 
case IS somewhat dlfTcrent because here comnionU there arc 
not the same sort of limitatioos set up h} nature to the increase 
of supply at constant cost bomedirision of field is likely to 
take 1 lace here also and lietweon different (stablishmenti there 
are some causes of vanalloD in costs These forces- 
though not p<rman(Qt are responsible for variations in cost for 
considerable periods lu times of rapid changes the period of 
difference becomes long because before ^ 

reached between different cstablishmeDts, there may bo an. 
invention somewhere which will be responsible for differences 
in costs Some establishments may thus be able to meob 
foreign competition and others may not k part of the supply 
but not all will bo imported But the division of the field 
between foreign and domestic roanufaetnrcrt u less common 
and less likely to persist than such division between foreign 
and domestic producers in extractive industries 


Secoudlv , competition u often more apparent than real and 
costs of transport, tariff bamrre and national sentiments may 
make competition between two countnes less uncnual and 
may limif the extent of profitable market available to them 


Fnrthir, a lack of knowledge regarding tbe potential 
capacity of a nation to produce goods does not exist in any 
line of production The knowledge of industrial possibilities 
grows only slowly and experiments are made to discover tbe 
productive capacity of a country for a particular class of goods 
l-very new industry requires some uutiativ e and energy of some 
pioneers who are prepared to take risks These forces take a 
consideraWe tmie to operate but they tend to .ccure the 
ultimate distribution of industries in accordance with the law of 
tendency is there but the forces of 
® position of eqmhbrmm is seldom 
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The Gja> from I’«TER^ATIo^AL Teade 
The extent of Ram to a coontir from international trade 
depends upon two factors firstly the terms of international 
exebaoRe and secondh, the effectivene'is of its labour in 
producing exported commo Iities Both these eaiL^es are 
responsible for bnuguig about hi^h or low nionev incomes as 
the case may be and con equentli, a greater or a less gam by 
the purchase of foreign goods 

The pnees of goods which cuter into international trade are 
the same m all countries giimg allowance for cost of trans 
port llotiey meonies an different and the gam from mter 
national t^de is ronsequentlT miequally divided The English 
for instance buj vanons cla«ses of goods a< cheaplv as the 
Indians and having higher monev incomes to purchase both 
these cli« iS «f goods they benefit more from the trade than 
Indiana do 

The country whoso exports arc most m demand m other 
countries and which i£*elf has httle demand for the imported 
goods that is for th( exports of other conntnes stands to gam 
mo t from mtematiooal trad« whereas a country which has 
the most insistent dtjiand for the exports of other countries 
gams least from international trade The ixtent of the 
share of the gam from mtemational trade to a ronntrr depends 
upon the marginal otilitv of importtd ^oods to its people and 
the marginal utditv of its tijiorted goods to foreigners 

This IS lirought about bj specie movemcots and its dis 
trit utioii aod by the equalisation of international payments 
if the demand for rngliali goods in India increases at current 
prices — formerly there being a state of equilibrium — 
Bjccie imi«t flow from the latter country to the former The 
result will be that prices ami money incomes wall fall m India 
and rise in England niiroateU therw wall again be a state 
of equilibrium The lugher prices of English good» will check 
cijorts and the lower Indian prices will stimulate an increase 
•of exports from India 'Money incomes will bo lugher in 
En^aa 1 than in India and Indians will lose as consuirers of 
rnghsh goodji because thev have low jucom s and have to pay 
I igh price-' for English goods and oo consumers of Indian goods 
Englishmen will gam because they have high money incomes 
and tl e prices of Indian gooils fall Tims an incroa e m the 
•ileinan i for 1 nglish goods into Imlia will cause In bans to 
gam le s from tlie trade between the two countries and will 
enable LnghshraeD to gam more 

The appearance of a new article of export in the foreign 
trade of a country brings specie into it rai«es mcomes and 
prices there and reverse conditions prevail m the country to 
•which the new article h exported The importing country will 
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pain !pm ly haTing to I ay romewhat higher prices for other 
commoditiea of tie cxporlmg country and hy haring lower 
money incomes to pay for the imports 

Tie obligations to make other payments as trasellers ex 
penns intereot on accomnlated debts freight charges and the 
like lave sunilar eilcrts The conntrs making payments is 
Iikelv to be in a wor*e position soth rsganl to gam from its trailc 
mth other countries Th** flow of specie from ft e country m 
question wiDlowerineompsanl prices and tbenfore the advan 
tagefrom international trade will decnase The ncce*.s!tv of 
forcing n ort exports on forngners causes the latter to get those 
commodihes on better terms and causes the domestic consumers- 
m tl e remitting country to get fori ign imports on somewhat 
wor'e terms 

Tims a conntrys share in the gam from mlemational 
trale depends on tie flay of reoprocal demand The more 
insi«tent is the demand for a eonntry s pro lucts in other conn 
tries and the less insistent is its own demand for tho products- 
of other countries the greater then is its pain from mternational 
trade 

It u not really the rue or fall of prices bnt that of money 
incomes alone whichisof unportante Tht ihanpesinthe'raluo- 
of money resulting from the forces of international demand 
arc of real and permanent importance with regard to foreign 
poods only If prices and tneotnes in general in a country rue. 
It only means the nse of more counters in exchange It may 
disturb the relations between debtors and creditors and nsmg' 
prices stiinnhitc production These e0pcts will l>e temporary 
People in the end will be do better ofl from having higher 
money incomes if there is a corresponding rise m prices 
Domestic prices will rise as much as wages and other incomes- 
because of the mflow of specie These verv conditions namely^ 
the el aoges lu intejoational trade and the inSow of specie wili 
affect the prices of imported goods m a different wav The 
prices of such commodities will fall because of the exports of 
specie from the country The higher incomes of the importing 
country will go further in 11 e purchase of these imported good* 
and these only In the reverse ca^e, a fall in prices and incomes- 
due to reverse changes m intemational trade will affect con 
snmers in their purchases of imported goods onlv, becan«e the 
fall in money rncomes will bt counterbalanced by the fall in 
their prices Foreign goods will, however, be dear and the gam. 
from international trade will fall in buying these goods 

A eonntry gams from international trade only if it takes- 
advantage of the relative cheapoesa of foreign goods It can 
secure the advantages of higher monev incomes only if cheaper 
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foreign goods are admiiteil free of dnty, but duties on the 
imports of foreign goods neutralire that advantage 

A second factor governing the gam from international 
trade is the effectiveness of the labour of a country in pro 
ducmg cominoditics which are exported ^ heat growers 
in the USA and Russia sell tlieir wheat in the markets of the 
world at the same price and as far as forces of international 
demand are concerned, the people of both countries gam to 
the same extent But the real cost of producing wheat, 
measured bv the amount of labour needed to produce it in 
both countries is different It is much less in the IT-S A than 
in Russia and monev wages being higher in the USA than m 
Russia the gam from international trade to the people of the 
former country is greater Thus as between anv two or more 


* At Mittaii MAnoi1«^o Mini ter of Trade and Induftr^ in 
Itoiimama and tormerl) n president ot the Union of Chambers of 
Couni^rcc an I Industre tn that countrs has rtcentlp written a book 
oo The Theory of Proiethon and It lernalintwl Trade in which he- 
chAllenges the theor\ of the claffical economist* namely, Adam 
South ntcardo and John Stuart Mill whnh >< that internatiossl 
tmde i* adrantasreous to both partie* and the author proves that- 
in international trade when the esrhange take* place betveen a manu 
faeturinjt couatrj and an agricuMuml country the former pains nest 
and tha latter lo«es moat III* final conclusion given m the 
preface of the Fophsh Edition of tis book deserves quotation He 
writes According to my sbowioi, when an mdu<tnal product is 
exchaopetl for a primary and o*peciall> an apncultural product, 
then ovnng to the •iipenor prodi ctlvitv of indu*trv as compared 
with airriciiltiire t1 e product of tbc labour of an induMrial workman 
I* A mo*t alwsv* exchanged for tliv product of the labour of several 
agnrultural workmen It in tie mtemstunal exchange an 

indiistrial coiintr) »cnd« to an asnruUural country the produce of the 
labour of a einglo workman lo order to buv from the latter the produce 
of tlio labour of five workmen is tlie eichenge profitable to both 
countries’ Certainly not Thi« excl ange h unavoidable wl cn the 
produce Imported by the second (aancoltural) country cannot be 
produetd at bon e but everv time that it can be produced there by 
the application of the labour of le'S than Ove workmen the exchange 
cexscs to be an advantacc to the second iapricultural) country, whose 
sole ndvantago would be to give up Ihw excl ango and to produce 
at home In this case only the fii^t country (the industrial one) 
has an advantage whiUt the aecond (the agncuitural country) should 
avoid such an unprofitable cschance 

AVhal the noiimanian economist means is that the exchange 
fakes place in such a wav that th wealth produced by one individua] 
in a manufactiinns industry is excl aneed for tl c product of a large 
number of individuals in inioarj- or estwetive industries In seme 
cases the number of men bilouRinr to the latter category < { Inductnes 
inav even exceed lOO an! one man thus appropriates the fruit of 
labojr ot several men in exchange for the res-dt ot Jus own labour 
A\ hen this thfng fisppctis « fargo ninnbitr of fwpfe fn bactwarJ agn 
cultnnl countries like India api srently uroduce less weaHUthana few 
persona m an aivancel countrv like England and international 
trale is advantageous onlv to one party 



131 


cvppEscr i^pcoiisirrcr 


conntnc^ comjH’ljns for tl»«* sal? of the «anJe article, the extent 
ot their cam frorn international trafle ilepenrts Upon the relative 
efficiency of fbeir Jalioor in protlncin" the cxportctl goods 

V countrv of higlicr mone% incomes need cot ncoeaianly 
be one of bi-’licr intes aim Commodifies that enter into 
foreign tradi tmd to l>e at the same price all the «otld over 
under conditions of free trade pfin? doe allowance for the 
cost of transportation romniodifies wlijth are meant for 
domest e consumption vaty in pn«-s from conntrv to conntrv 
in spite of tl * extension of international trade and eonip^eti 
tion “'ome eomnio lilies are too biilkv to be exi>orted as 
In k< «tl ers depend upon habit as articles of honschoJd funu 
ture an I some are of neecf^ity male on the spot where thev 
art t Ite uswj for hofise accommodation Itrsonal services 
asiloH o! domestic icrvants, lawyers physicians actors, 
etc are aI»o necessarily renderetl on the sfiot 

These cominoditica need not l>e dearer in a country of high 
monev incomes than m a country of low tnonev inconieg pro 
Tided the labour of ll c former country u very effective in pro 
ducing them Thos those domestic commodifies m which 
labour is as effective as in the prodnction of erporfed goods 
win be relativflv tleap hot those domestic comrrodilies in 
which there h no such adsantage will be dearer to the extent 
to which labour in their prodnction is less ef'kCtive Conuno 
djtieg prodQced hv execptionallr low paid labonr will also be 
lelatirelv cheap 

iTKsts i> Foeeict TrapF 

Foreign trade does not roerclv consist of the imports and 
exports of commodities and there are other items of equally 
grm unporfacce which alTect the balance of payments because 
they enter into international trade 

Ixians Ijctween nations form an important item They 
may be contracted by gorermnents or by tndividnals It is 
nsnally the hankers through vhom these dealings take place 
If the AmencanS borrow money in London thev will draw 
bills on London and if forroerly there was a balance of imports 
and exports there will be more bills in \merica for sale on 
London than the pnrehasers will require Tlic price of ster 
Ting biPs Will fall and exchange will fall with the result that 
specie win flow info immea as the <kmcncan seller of sterling 
bvlla will no* accept less than a certain amount of doUari TOtii 
the help of these crc-dits the Americans might onrcJia-je commo 
ditipi m England and send these bdls to their EngluU sellers 
Thas comrnoditK? might be imported m p’ace of specie The 
’hoTTOifeT jBaf use tbe^ ert^a the pasvatsiag power at 
Lome, m the lender s conntrv or la a third countrv , and in the 
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instance the loan will hnns about ft fall m forcifm exchange 
and ft flow of sx^cie into the borrowing country 

If this lending goes on for a long tune, a new situation will 
ari5e Interest pavmtnt* must be regularly made bv the 
borrowing country and itnn> lead to an increase fu exports from 
the borrowing to the lending country The lending country 
which in the lx ginning had an excess of ixports will later on 
Inse an »xciss of imjiorts Pxporta from (lermanv and other 
countries Increased into tht b S \ ami Fngland after the War 
in payment of infer* st on d«bt ttc ami many restrictions 
on ml* mational trade wert impose<l 

Tlie leniling opt rations in modem times faXe place throngh 
the sale of securities hen goremment* Ixirrow money, ther 
stH their esidincts of debts and indistdual liorrowcrs sell slocts 
and bonds In this way some secnrittts possess an inter 
national market and *low fr4'<h from country to country and 
tlie\ are largely used to li<iUidnU international balances and 
prevent the flow of specie 

Tlemittances to foreign coiintrus for the tipcnses of 
tourists and traMlUrs form another class of items affecting 
international trade Tliey are also usiialU settled through 
the mechanism of foreign bills of exchange and may cause tho 
flow of specie fruin the coiintr) of trarelh rs and tourists Im 
migrant* may nmit momj to ihcir relations at home This 
will lead to txports from the eouiitry where the immigrants 
are working and living 

Friight charges form another item of the same kind Tho 
foreign tridt of India is carried on in foreign ships and remit 
tanecs hare 'o bt made bj Indians on fnig'it account If 
we had not been able to export goods, sjvecio would have to 
be paid in exchange 

A Country in whicli specie is produced is in a peculiar posi 
tion and 8i»cciallj if it produces gold in modern times It would 
regularly reccne imports in exchange for gold and if its 
imports from other countries alreodi exce***! commodity exports, 
the apciio wiU remain in the country of production 

Tho difTercncc between the value of commo<bfv exports 
and commoditj imports of a country is called the bnlancc of 
traitf The balance of tmde is said to be farourable if the 
exports in asilue from a country excce*l the imports into it and 
when its imi>orf8 excctnl its exports, the balance is said to be 
tinfarovrable Tho mam rca on underlying these terms is 
that a country gains b j exporting a larger money a alue of goods 
ns they bring specie into it and loses bj exporting those which 
are respousiWu for sending spvcio out Invisible exports in 
elude the gen ices rendered to others for which money is 
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rrcPiT* 1 nml inrislMc jmporf »rpfcf to llip uprviccs obtained from 
ctliirs for ivhicli moR (7 ha^ to be paid 

\TJVX'ST\lirS AND DJNXW V'NTAOrN OP InTTI N^TlOVAt 
Trapi 

TliP oUnntasia of int<mationnl trade arn rirlinsf fn tlio^e 
of the l<)f-ili7ntioii of industnOR and of tfie diosio** of labour 
I Tcrv rciiintn ean injor ^.oola wlurb cannot la fwdy pro 
ducc<l m It and itH inlialntanti <nin by bcinsr siblo to uie a lar'c 
MriPi% of Loodn TliH inirii«i e-omfnrl and lnipine«3 
Fact) fountra ran jrcl \ maxitniirn ret return for nuiunuim 
« fr< n anil n snurn r l>c(an*e it cm cirr^ on llir pfOdiK tion of 
llio"c giodM only In nbich 11 has iIm priatcat a<lranti;re 
Intinntmnal trade al«o incriws tic prodnctno i*o«er of tlie 
Murid ami lead* to a cluapcmnfr of prim-* TJh sources of 
Ruj ply and demand increase in niunlM r and an a tins can 
lead to CTcalcr stability in pn<H8 The intrrcIi''nCe of eoods 
promotes tlie intcrcliansc of Ideas an 1 economic inter 
dependence creates id< ntical interest* wbiib may promote peace 
and {rood will 

PiStDPANTACES 

1 V enuntry tiiai !>e forced to exploit lier n*onrces to 
the cre^tcr adTantaje of other nations whieh n’'‘5 mean a 
decline in It* prosi'crity 

2 Tlie intirest* of Hit present may be kept in iie* to a 
creat extent at the cost of the interests of the future and 
thonfrli it mar be dcsinbh to consent mtural resources for 
future needs they may Ik exploited in the prtsont 

3 Cheap forei;m cnods may be harmful as driiffs and 
intoxicants are 

4 lorcijn coniiM tition may ruin a home industry which 
18 very necessary and this may leal to wa-stage of tnpital and 
lalTOur because they cannot bo tran«fprred easily to other 
places 

5 Excessire specialization mar lead to congestion of 
population in mammoth towns which is attended br frrare 
social evils and is also reaiwnsible for the detenoration of 
national health 

C Fxcessive speclalizatioa and frewlom of international 
trade may be responsible for tpnjr down a nation hard and 
toiUome occupations , wlitre-is others may carry nn more ro 
fined and skilled crafts The tropical countries arc in the 
foTtotr category and the effects upon the quality of employment 
may not be wholesome 
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Free Trade and Protection 

TiiF 3<l%anticr»s of intintational trailr applr when thiro 
are no n^tnitions on the fn< in«ntmenl of eonimoilitios from 
one counlrv to unotlnr \» a matter of fait thtso movements 
of tomiiioflilK'i have not al»a>a Ik** n free Vt pr(s«nt restne 
ttonv on trnle have b*en hvnil in ill conntnev and even 
Kiiffland has ndoptvd a «l(hnit«l> protcttionist pohej 

Vmple ivitUnee to slio« the pnv il<ne« of various 

restrutions upon international truiii iti tin |va«t also From 
the 1 1th to the Htli c< ntrirv tin aim of the 1 iiroptan Ooveni 
ments vviH to « ncoura^i tiu inflow of irohl mid silver or pncious 
imtiU into their «ountn«s \u imna't in the stock of 
preeioni mdih vris nsirded as Imiu in the host interests 
of a lonntrv ‘^paiti and Forliisd iuf)uin*d (he pusses 
Sion of colcinus from uhich they iiMd to iinixirt tlio prerious 
mtfalv and their rolonnl tride was virv aiviuiti'^eoiu for 
till in It inerc-isoit the wealth and iMilniral power of these 
cniiiitries no 1 ottnr eountnes also began to ngml the 
possession of pricioiis nntaKandof eoloniov as adrantageous 
All pn%sil)le ilevices ealculand to bnn? pneions metals into 
tin ooniitfy wen followed Ulut is icchiucallj knowai as 
a pobtv of meroantili«m was followed tliroughout the iliddlc 
Agts 

A favotirabk balance of traele, « r theexcessof eijiortsovcr 
imtiorts was alwavs sought to be. achieved m the turopcan 
counlrus in the "Middh \ges as tins would bring precious 
metals into a country The follovnng were some of the devices 
followed to gam the above incntioueei object — 

1 rTjiort eluties were levied e>n the exports of raw 
produce to prevent its going abroad Tins was with tho 
intention that raw materials would be manufactured at 
home and that the osport of manufactured goods would be of 
a greater value than cxjiorls of raw produce 

2 Imports of nianofactuieel goods were restricted as 
far as possible by levying import eluties Uounties were given 
on tho manufactures of various e^ommoditics calcuLitcd to 
promote exports which would bnng mone) into tho country. 
Imports of raw materials were admitted free of duty 

3 Folomal monopobes were established in tho i7tb and tho 
38th tenturics and colonial trade was declared as tho monopoly 
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or tbp mother country from which forclpicra were exdnilcd 
Colomea were resirde.1 ns lit places to prow raw produce for 
the mother country and to Bcnre as market* for the latter* 
manufactured comnodities 

4 ‘•hipping was cncouraiie*! through Naviffation Law* 
Fndsnd followed the policy from the llth to the mi Idle of 
the 19th ecnturv Tlie coastal trade and the trade between the 
colonies and the mother conntrv wa* rtserred for the national 
slips ml fonijn ships wire not nlloncd to handle sneli traffic 
It was done because the divelopment of the shippiDff industry 
woull improsc the carrying trade and bring money into the 
country 

5 Fishing wa* cncouragwl for this would obsaale the 
difricult> of food for a country to wme extent and would pre 
Tent the outflow of preeious metals which wonld otberwist 
hare taken jlaec 

6 Fopnlation was sought to be encouraged ns this 
would supply labour for indostnes and soldier* for the armies 

' rojumercial treatu* were cntcrol into to olitam 
conmodities produced betwieu the contracting parties oo 
farourable terms Mliat is known as the most faroured 
nation clause was insertesl in tl etc tieaties acconling to which 
the contracting parties were to gire the same adrantage to 
one another as to anr oti er nation Ihcreaftcr 

In theso and carious other ways a policy of protectionism 
was followed Thu howenr, creattrt Jia'nusies anl national 
TiTalries and was the cause of most of the wars fought during 
this jwriod Tlus pol cy did not succeed in achieving the 
object which was sought to lie achieved through it, anl 
precious metals continued to flow to the Fast 

Tlicre came an era of Free Trade from ISfO to 18"0 The 
advent of the Indnstnal revolution had made mass production 
possible and the various inventions and improvements 
-collectively known by the term Industrial I evotution had been 
brought about in Fngland not as a result of btate giudance 
but purely by mdividnal enterprise Adam Smith, the apostle 
of free tr^e, therefore, advocated a pohey of J/iwf' Jaire or 
non intervention on the ]>art of the State in industrial and 
commercial matters \n indmdnal wus regarded as the best 
judge of himself and his own interests and should, therefore, 
be allowed freedom of choice Partly as a result of the teach 
mgs of econormsts L'ke ^iimth and partly because of the 
■disadvantages of mercantilism of the Middle A«^s involv 
mg reaction a policy of free trade was adopteil by England 
m the second quarter of the 19th centujy The Cots X.^>ps 
A nd Navigation Laws were abolished by about 18o0 and the 
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duties on imports ''vere considcrablr reduced and ivhaterer 
duties were lift were pnnl> for revenue purposes 

This course waa beneficial to Pngland because she required 
markets for her nnnufactnred goods and raw materials and 
food products for her industries and indnstrial population 
England therefon., could not benefit br levjnng etpo*t duties 
on her manufactured goods or import duties on food products 
for both coursis would baw been disadranlageoos to her 
rnglaod h-'d also thought that by adopting free trade herstlf 
she would be actuating other countries to let her goods bo 
adinittc-1 mto their territories without restrictions 

The other countries did not adopt free tnde as the Foglish 
had thought they would do The most inlent a Ivocates 
of protection were I reilerieh I in Gernnny and II C Carer 
in \mcrica Both were out an I out nationalists and thought 
that the only way to mi] roro their industries was protection 

List pointed out that what was good for England could 
not Ik nece«sarilj h* m licial for other eouutnes The policy 
of frei trade for nasoiis gireu above was suitable for England 
but not for Germanj whose industries were suffering from 
Fnglisli comi»etition There were po«sibiIit]c8 of development 
of industries m Germans because she was rich in mineral 
deposits and had a vast temlorv in which mdustries could 
develop List hi Id that protection should be granted under the 
Allowing circumstances — 

( 1 ) It could be justified only when it aimed at the indus 
trial edtie ition of a nation In case of a nation like the Enghsh 
whose industrial education was already complete protection 
should not be applicil ^o^ was it to lie attempted by countriis 
that had ncithei the aptitude nor the resources necessary 
for an industrial career II© was of opuuon that nations of 
the tropical rone were only fit for oCTicnlture end thoald not 
attemiit at protection being inherently incapable of achieving 
industrial development 

(2) It must be shown that theindostry was beingretarded 
by foreign competition owing to theearlj start of the competitor 
in the industrial sphere But m the long run the country 
grantmg protection must be able to withhold protection after 
some time and hence in his opinion protection was to be 
temporarj only 

(3) Protection should never be extended to agriculture 
for agricultural prosperity depends upon industrial prosperity 
and tbi development of the latter implies that of the former 
Ihirther an increase in the price of raw materials or of food 
products would injure manufacturing industries 
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Hf iiitrfHluicil twon«^» I k-a.* Into H i' Iii*tor> nf cronomlr* 
On* « m tl rit of n»tn>n-jhtv m 1 fh< oil «f tliat of futnif ^rtwloe 
tnil\ <f a i^)untry m ronlnMo! «lth th* jn-wnt ar«nmnla 
ti nofviitt) Hi aiou»«l Vd im of coiniopoUtanii'm 
Hut atrtmlin,. lo Um Ix-twna man on I fwH oonriojwjUtanitm 
mint Ilf 11 1( rfi Uim! Hu I u’orr of nniifiti* ( o« iiopfihlani*m 
»a« ft fiKxl ill 1 Imt ii mull ninotitl d nJo.tmnt ii<-er«<irr 
IhH r( It Cl ul lU achiptcil Nalionilcconon icini!< iw-rnlinci nit* 
tl I* Jirit ilimv'ol" arl i vM IIiMll»tin;;u>*lic*J lit tac* n fi ri ral 
)f III ntmu fTol tioo-— tl« nonmllr Ihc j>-i*tonjlt 

til* [iLTiialtunl tic asncnltwral rninii(acttirmp an 1 llic 
i„n< iilltmil tnmuf ulim*i2 n ii»n I maJ *la2i an 1 cvifi claimed 
artuil hiftinial tctji ciic< for iIim HKtificalmn ife rc"in!c<l 
a nition n mnal onli «b*« it lial attainc*! the U«l ^taje 
To achiCTi tl« latt ilasi a ra«t terntory nhtinilanlly rich 
nitnral rc«ourcc^ an 1 a tiin|Mratc Hmuti wire ncfcnary 
m hit opinion fiirtnAny |«oM«t*c«! all fh< «> advan'ari t nml 
Wan fit toarhi '»* tt «• Li.tt ttiji pmrj IcJ her in Imf nc* were 
firotcct^l acairtt !• ncli-'h cotniatltion 

Nrolhcr riw Mca initwfuwl by him thnt of the 
fulurc proiluctuitT of the foontrt It wo-t not enotish for fl 
«»untrT to t>o satwfiiii with th- pmunt a lrunta;c» of iretttn^ 
mart m ixchinje for home madepftHluct* hut thw adtauli^es 
ahoull lie tnwutajftcil for the fotun aUo ivui at the cont 
«f tome pn tint alt antasea He taiil. It is tune it at oxperf 
eiice trachi-a that the win) leart the teed from one njnoti to 
another and that tluit waste mtHtr lands hare lx on truuforme«l 
into dime fonsti, hot would k on tint aernant be wise poher 
for the forestor to wait until tin wind In th( coure* of ajis 
efTeftt this transformation I*rolectloii u the onlj mithod of 
acWitlng lliU object 

It u a pertinent question a* In how far modern protec 
tjotunn owes it* inspirntion to the Wens of Lm It matt be 
mentioned that after 18*0 an era of protecuurusni waS rencwcxl 
and even Fngtand tried to follow a poher of rtciprocily or fair 
' trade, • f, leryfnS dnlles on the imjiorts from i-ouatrics which 
did not allow bagUsh goods freelr Into Hit If temtoncs Other 
coantne*, hewerer, from that time onward Lavt foUowotl a 
pobey of protectionism Can it be t'tid that modern protection 
•owe* Its origin to last* Ideas t It mast be pointed out that 
modem protecliomam is to be a temporary policy oaly and 
13 to be applied in cases where Industnal dci-elop- 
ment is being thwarted by foreign competition To this f xtent 
it IS inspired by Lists ideas Moreorer, it aims at the fntnre 
indastnal progress eren thongh there may be and often is some 
' temporarv loss to a country following a protectionist policy 
:Ba£ It iOBfft be ttbierrcd tbst List favonred protecfion only 
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i( It increased the mdustrnl edocation of a nation and secondly, 
it was not to be appliwl to a^eoltnre Judged from these 
two important critona, inoilcm protectionism does not owe 
Its origm to the ideas of List d^ose countries which adopt 
protection with a few exceptions are not backward in indnstrial 
•education as compared with England of List’s tune Amenca 
^ind Germany and other countries are better xn indastrial 
adrancement and industrial education than England was in 
Lists time, hut still such conntnes follow a policy of protec- 
tion The Safeguarding of Industries Act of 1921 and the 
famous Mackina duties of 1917 show an element of disguised 
protectiom«ni in English policy which has now been openly 
adopted there 

Further all those eoiintries which adopt a protectionist 
policy in modern times have reached that stage which List 
called the final stage in eeunomic crolution when no protection 
according to him was necessary. This also does not show' 
the origin of modern protectionism to List Finally, be was 
not m favour of agriciUtuml protection and modern protee 
tionism IS applied to ngricultiire also This al«o proves the 
sbsenco of any connection with or the origin of modern 
protection to the ideas of List 

^EOTECIIO^ Vtnut Free Trade 

In the above pages an attempt has been made to give 
an outline with a brief discnssion of the course of international 
trade m the last few centuries Now the rival claims of proteo* 
tion and free trade mil be considered first, in general and, 
later, m their apphcation to modern Indian conditions 

The mam argument for free trade is simple It brings gam 
to both parties which enter into trade rehitions with one 
another. Each country devotes itself to the production of 
commodities for which it is best fitted and thus there is gam 
by exchange Free trade thus facilitates territorial division 
-of labour and makes specialization possible to a great extent 
Free trade is advantageons from another point of new 
as well. It brmgs greater prosperity to the trading countries 
as a whole than can bo possible if all produce all com- 
modities which they require for their consumption. Interna- 
tional free trade makes prices low for it increases the aggregate 
production, and, therefore, more is available for consumption. 
It IS thus conducive to an mcreaso in economic welfare 

It also promotes omty and harmony among the different 
nations oi the world by makuig them interdependent upon one 
mnother. It makes them realize the interdependence of their 
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intorf«t‘» 'ind the fact that their economic prospentr is marred 
or promoted bj common caa«e* 

Many of the common arjjunients for reitnetions on trade 
are fallacious People are still actuated bv old mercantiUst 
notions an I rcffanl all ixports as >fod and imports as bad 
for tpev think that cxf>ottR bnn, n ores into a country 
and imports send specie out of a country Thiy seldom realize 
that exports are simply the means for jiarin" for imports and 
tiny fillom think of the fact that extorts an siniplv means 
of procuring imi>ort8 on easier terms tl an the terms on which 
the same goods could be got by makin'’ them at home Bat 
as alnadj jointwl out free tra le inables imports to lx had 
more cheaply than by prolucing th<m at home 

''ome of th< popular arguments for protietion may now 
be diicossed to see whitlwr ll ey possess ans fundameDtal 
truths or not One of tie tfoel rtr^Mmrnf* for protection J* 
that It ereatet a home mtirlet by cbiekmg imports and that 
commodities an. produces! at Ik roe instead of being imported 
from abroad In criticism ol this argumint it tnn be said 
that It does not cnato any alditional market bat only 
substitutes a hom« market for a foreign market wluch Misted 
formerly It only implies the substitution or eichange uithm 
the country for the eiehangt between difTerent countries The 
peal issue is wluthtr commodities can bo obUincd cheaper 
at homo or by importation Tie sery fact that commodities 
could be got choapor by importation shows that the foreign 
market is better than the home market 


inothcr argument aoil rarj cloarlr allipil mtl, tho abo™ 
one IS tliat protrction ereates eioiloyment and is comlncire 
to grater economic irellare This pre suppose, that there is 
a lot ot Ubom amt capital al.avs unemployeil nhich can be 
engaged it protection is opphcil OI oom-.o nnemplovcil labour 
IS a social evil and unemploi-ol capital a great natmnal waste 
It u always gooil to minimise these social ents Bnl can 
protection nehicTc tto Ob, «t t It seems very improbable 
.T’? W’l “'■'ther the unem, lojed labonr will 

easily take to that new industry There is aUn nn 
tlat It snU reman, employed because fntuto m^enSrS 

wagetiri^'^S-r lipS^SlTeSS “ *' T””;! 

b. able to pay higher “ ^7.0 l^vlm 
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ot frep trade that Kbonr tan get the same rate ot -wages if it 
takes lo exporting inclnstnes A protectionist can say that 
It might lead to over piwfuction if all this labour goes only to 
the exporting indnstries It can, however, be argued m favour 
■of free trade that there cannot be any ovci-prodnction lor 
prices will fall and sales of those commodities will be great as 
labour mil be \ery effective there. 

The question of wages is one of productivity and the 
greatiT the effectmness of lahonr, the higher will be the wages. 
“Protection aims to restrict the geographical division of 
labour . in doing so, it ordimanly turns industry into less 
advantageous (hanmls Onlinarilv it lowers general 

productivitv , general prosperitv, general wages " Even if 
It be supposed that it will raise money wages, it cannot raise 
real wagis which is the r< il question for labour It will increase 
the cost of living spi'cially if tho commodities the imports of 
which are checked bv proteclioa happen to be important in 
the consumption of labour 

People m fVestom conntnes are in favour of levying 
slnlies on commodities itni*ort«l from countries like China 
and India, as those commodities are made bv low paid labour 
They rigard frtv trade adnutageous only if it is betwoen 
eoiintrios where the standani of living of labour is the same, 
but IS harmful tn a countrs of high wages when it carries 
on trade with a totmtry of low wages 

This argument is wrong for if lower wages always give tho 
foreigner m advantage, there could bo no exports from 
countries likethef'’SA and England lliil the goods produced 
by higldv pud labour are really selling cheaper than the samo 
goods producid bs low paid labour in countries like India and 
China Tlie esplanation is quite clear The effectiveness 
of labour m the exporting industries is verj great and, therefore, 
thej can afford to pay high wagis which are compatihle with 
low prices The law of com|*aralive cost makes it quite clear 
that in industries where labour u more effective than in others, 
high wagis can be paid and low prices accepted wath proflts to 
employ! rs 

The case against protection will be clear by considering 
the effect of duties in greater details The effect of an imjKirt 
duty is to raise the price of the commodity in the long run. 
The price nsis by the foil amount of tho tax provide<l the 
commodity is produced under eompelrtive conditions and 
under constant cost If a commodity is produceil under 
condmons of increasing cost or dmumshmg retorns, the price 
rises and vhniand U checked, production dectca-ses and cost 
per unit falls Hence prices rue by less than the amonnt of 
the tax. Under conditions of increasing returns pneo rues 



FJtEE TR.inF A \D PPOTFCTJO \ 14 *> 

protection should onlv be temporary and m the long run 
the uulu^t^y must not onl\ bt ablo to stand on its orm legs 
MTthont nny artiflcnl help, but it must be able to pne in 
advantage or compensation to thi. consumers m the form of 
louer priot « 

An important obstacle m the wav of the removal of 
protection iftcr some time say 20 years, is the opposition 
created bs vested interests Itut this can be overcome b\ 
appointing a permanent boily like the Tarifl Board in India 
with a Miw to examine the eUims of industries for 
protection and to see when the removal of protection is 
d» simhle 

V third argument for protection is based on political 
considerations bueh an lUiistmlion is afforded by shipping 
1‘urelv economic considerations iiiav lernut a country to ship 
Its goods abroad iii foreign ships But there is the rjiiestion 
of protection against foreign aggression ui times of war In 
such circumstaiices it !« risks to de|»enel u}>on others for protec 
tion After all economic considerations cannot always be 
separated from ixiliticil ones and in some cases economics 
is to be suhordmuted to pol tics It u on this ground that 
almost all countries ha\» n-ervid coastal shipping for their 
nationals niid the re serration of coastal tnlhc hislwenrtganleel 
m al’ coimtnes as the birthright of the nationils to winch 
foreigners can be catitlcd as a matter of eonecasion orilv anel 
notns niiiatter of right This is exactly what we m India want 
by rcsernng coastal tnifllc to our own ships 

Another woightv argument for protection is based on 
social consukratioiis, though the argument is cqaallv exploited 
ba free traelers abo Those m favour of protection point out 
that tile advantages of diverMhcation of ludustries are many 
and vinous The greater the diiersitv of industries m a 
country, the more the possibibtv of employineul , whileindustries 
make the people of a countrv intelligent and adaptable to new 
occupations It is iwinted out that if only agricultnral ocenpa 
tion is pursued, the popiilatiou beeomes dull, uumtelhgent 
and imentcrprising As against this, free traders jioint 
out the disadvantages of the growth of manufactuimg mdus 
tries ns over crowding m cities, insamtation, declino m health 
and physique of workmen, loss of touch between workers 
and einploiers and greater incqualiti of mcoinev and status 
and dissatisfaction These are some of the cnls referred 
to by free traders as inherent in large scale produetiou 

Such are the arguinontg m favour of free trade and protec 
tion It may be pointed ont that rtcenllv all the important 
cocntric'S hare adopted a poZi^ of protection It has been 
dne to the growth of nationalistic feebngs, to the break-down 
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of tfp Ijn*Kh school of poLtical tconoirj" and to torenQ 
comjM-’ition which has boon spemllr felt br the conhnraUl 
r<intric< in the ca^c of asTicnlforal produce Latclr, Inma 
al h?^ adoptHi a of di^criiriiiating protection *'< 

•'ha!! no" turn to the ducuajion of protection from the Indjaa 
point of vif-w 

India ^ Care ror Pbotectio-v 
rhe (i cal policy of India prior to the war was one of f'ee 
tra/lf Tlic war care impeftis to <ome of the Indian jndnUnes 
as vile iron and steel etc , bv shutting ont foreisn 
romx«ti»ion The Indian Fi«<m| Commission was appomtM 
in 19- IJ to torsider India s claims for protection It snbmittra 
Its nport in 19JJ1 and after considering the ijncstion m it* 
ranous a»pefts recommended the adoption of discriminate 
protection This marked n strong dppartnre from the traiL 
tional poJicv of /eissc* faire followed till then 

The Commission pointe*! out that there was a verr strong 
feelinc m India for protection and that fh» feeling w manr 
cases was scroncly reinforced hr India s post when her 
maoulactures were dereloped to a high pitch of perfection 
Indians behored that this path touches is barred by an outaw 
power and the saspieion that this outside power is actuated 
hr celflsb motires tends to stimntate the belief in the Cieat 
result* that would accrue from the adoption of a policy oI 
protection ^\U these ideas are farther reinforced by the new 
spirit of national pnde a spirit which in all countnea tends to 
the encoarasrement of protectionist feeling by demanding 
that the nation should manafactare what the nation uses 

Further, other conntnes had dereloped their mdostnes 
by loUowing a rigorous protectionist pobey la 18*9 Germany, 
in 1881 France lo 1889 Japan, from lgCI-C5 America and 
later on the British domimon* aUo— all lened protection t-o 
derelop their indnstncs In Enghnd also, the Lancashire 
cotton indnalry lo its mfancr was x»rotccted by very high 
import duties For threewjnarfers of a ceatnrr conditions m 
England hare been dilTerent from those m India, the former 
bang mainly an etporterof maunfictured goods and an importer 
of food products and raw materfals and ttte latter mainly an 
Importer of manrfactnred goods and an exporterof raw materials 
nod foofl-stiiHs Hie analogy of Fngland did not, therefore, 
apply to Indian conditions The former country also has 
adopted a policy of protection since 1931 

The main argument for free trade is that unfettered trade 
would turn a country s labour and capital to the most adran 
ta,gpoos chansels and that the bes* eoortonwe results wonfd 
be obtained if each country prodaceil those conuuoditie* in 
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Mhich It Infl the ffn-nttst conijinritHi lukanfa^t* beriu^p 
l)T txrlnnciri!: tlio jinnlmts «f Ihn^e fo- nrlicics 

wliifit It wat not nblf to |«ro«!ii« i»««K rliPipl), it woiiM g-im 
most lolm Miurt ’Mill «rotP lone ftitti The superiority of 
one tnuntrr ovtr nnothif to a Itnnch of production often 
nn .« I il\ from liiMue l»ecun U <ooii(r Tluri ma^ he no 
inhin nt n linnl on one lurl or dnnhantnet on tin other, 
hut « nh ft pn^int suinnoniv of ae«imn'<l skill and <xjHn»nc( 
A country oliieh Ins thi* »kill ind tX|Hrunie vet to aifimro 
inn\ in othr ns|>*«ls l« Wtter adaplt 1 to the pmilin lion 
of n (omrnoditj ihin thoM ahnh «trt i irh r m the PuM 

Th<nfur« 'iwcial tonsi lerition^ mux jiiitifx a pilicr 
of protM lion if tl t pri *« nf lo« « in In n ore than out miisJud 
hv tin fiitun r»in \ ii'ilion iiuHl «iirilii and ore tip a 
nuaiim of inatirial prosixntx in ord«r to C'lui rulMin skill 
and }vt«»r* of iinitinl fnMlurtim 

Th n 1* of <-ou*!n soin* himl n of protretioii The prices 
of proticte<l lunimo iit«< s tw* for thix im noilitid h> 
thi. jricis of foreioi imporl*ai •ammioUti s i*n«s in onirol 
ftl*o risi for ilutn .8 clmk impirts xxhuh eniisis un inllow of 
pn-cioHi initiU niimj pruas in oinril This aromienl in 
th( sj sill oirinnHcat re« of loin dois n>t ap|l\ for India 
11 a lountr) which for o»2 l«*s Iwsn n,.ard«el as tin •mk of 
ineinus tiita’s wlnn roiiu wiihoiit tirudiuins an> 

eftict on pruas knothif iroiment fern n e m priisa is that 
the inrf«a»id cost intiKsI h\ im|K>rt dulns rot ri into the 
cost of production of all «rluh^ pMlm*Hl m the country It 
incrcasci the ooit of hiiinr wn„«.s must ri<t and j n< i of com 
niodiiKi niiHt ^ up 

Indiistriil doxil pnout nspnres to hr ^tlInnlate1l 
protection in the ca«p of Iiidii an I lit inimishate lo<s ari^iiQe 
from n ehi ck to themhaiifTof ii ttixt i ro luce forfonijn manu 
faetures max ht oiitwiieht I hx llu pain with tin devilopment 
of home manufaefures I'roftetm dutiis art the erntchrs, 
as CollKTt calletl them which tt icli tic mw manufactures 
to xxntk 

Tln'IniUan I-ik al f ommission considereti that protis-tion for 
industries would Ik iKiuficnlfo ii^neultun for aj-ieiiltural wajns 
would rise msjmpalhj with wa^i in industries and then would 
bean inen-ast in the demand for azniuttural jiroiluce Ilut in 
a sensi it might injure lb« intin«ts of the agntultural pro 
ducir for prottction would inereast. tin cost of implements, etc , 
used by him The rise in Iht cost of lix mg would bo pn judicial 
to till middle classes with fixed incomes But the Commission 
considered all these points nnd laino to the conclusion that 
il protection was applu“d wifli duenmmalion, the loss would 
be reduceil to the minmiom 
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Tilt rommisi on mommended protection with dummina 
tion for the following reasons (1) One of the duadranfages 
of protection is the political forroption cansed by it Indns 
Tnaii-ts sjxnd money to get tbeir own nominees into the 
IfgidatiTp bodic'i which dende masters ntally affecting their 
interest' In the opinion of the rommisgion this danger was 
not pre-itnt in India for non iDdnstrial interests were strongly 
repre tnted Ul xVnother di'adrantage of protection js that 
It giTfs ri'i to undesirable forms of combinations which can 
keep »he j rice of the protected tonunoibty above the competi 
tnt k\el (3 It may also enconrage inefScient methods of 
prrduftion 'pecially if care « not taken to see that protection 
H not granted to unsuitable indostnes , they will never reach 
the stage at which protection should be withdrawn and its 
Lnrden on conTOnjera will be long contuiced [l\ Indis 
•ermunafe protection wonld be disadvantageous from the 
industrial j»oint of vuw also for the adoption of nnnecessardv 
high duties would enable a large number of concerns to be 
atarted This would create a boom which would be foDowed 
by 01 er production The dcvelopoieot of industnes wotdd 
be pushed berond the limit of safety and the resulting cris s 
would shake the confidence so very noeessarv for building 
up indnstnfs 

For the abore reasons, the Comnussion recommended 
the adoption of protection with cantion. The creation o! 
a Tariff Board was recommended The business of the Tariff 
Poard was to onquire into the ca»c8 of mdnstnes applviog 
for protection and to see in the light of the following 
con'iderations whether protection was justifiable ornot 

The Tariff Board was to be •atisficd with regard to the 
foUowvug condition* betore recommending protectioa — 

(1) The mdttstrr most beoncpossps'ingBome natural advan 
tages, 1 r , an abondant eopply of raw material, cheap power 
.good labour inpplj and a large market Fvery industry m 
the world po««e8Sed some advantage which was the cause of 
its success and if the industry claiming protection m India did 
not posse's some such ailvantage, it could acrer be able to 
compste snth a foriign industry 

(2} Ibe industry most b< one wliich could not develop 
without protection or which could not grow as quickly as the 
inUTCsIs of the country required without the aid of protection 
(3) The indnstrv must be each that it would be able to face 
foreign competition witbont protection after a certain period 
sif time 

Tlie Commission further pomted out that those industries 
m which tl e advantages of large scale production could be 
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tichiered and •vihith in conwe of time i^ould supply the 
whole of the needi of the country should be regartlM with 
a favourable c\o by the Tariff Itoanl It did not follow from 
this that if an industrj could never supply more than a certain 
proportion of the country’s requirements, it was not a fit subject 
for protection Protection eoiild lie given to it provided 
it satished the three essentials laid down by the CommisRion. 

The Commission laid down that protection as a rule was 
not to bo granted to non industries for in such cases the Tariff 
Board would have to considtr not actual facts but the anticipa 
tion of the promotirs which would be a task of great diflicnlty 
•on which judgment could not he framed with success More 
over, the Commission thought tliat the financial necessities 
of the Ooveriimeiit of Indii would ensure the retention of a 
high duty for the purposis of reitniio which would be enough 
to gne protection to the industry al the start After the 
industrj had devtlopetl to some extent and had shown some 
possibditics of dcielopmenl. it might approach the Tariff 
Board. 

Industries necessary (or purposes of national defence for 
which conditions in India were not nnfavouMbJe, /y, the 
iron and sted industry, Untbet, co|q>CT, zinc, sulphur, etc , 
were to be ngardtd as lit for protiction b\ the Tariff lloard 
Basie industries or those imliistries whose jiroducts arc utilized 
4is row materials by other industries might be granted protec 
tion, but the grant of protection to them was made to rest on 
■consideiations of national eeononucs and not on the cconoiniM 
-of the particular industry concerned TJie Commission recom- 
mended the granting of bounties to such indnstnes Jlachinery 
as a rule was to be imported free of duty for protection would 
mean hardship to the industries using inachmcry , but if protec 
tion was to be granted to macluuery, it should bo bj means 
■of bounties except m the case of industries hko juto basing 
moBopol} of their supply 

Mith regard to coal, the Commission thought that its 
production was suffering from temporary disabilities, the chief 
ol them being the unfavourable railway rates It being a 
basic industry, the Commission agreed that it did not become 
a lit subject for protection and that the case lay m a rapid 
development of tlic railway facilities- 

Tho above were the general considerations to be kept 
an view by the Tariff Board in recommending pro- 
tection Thus a very important duty was levied on the 
Tariff Board to which the duty of recommending tho withdrawal 
of protection was also given when that course became necessary. 
The Tariff Board was to watchtheeffectofthedutyandtomake 
recommendationsfroratimetotimeas it thought fit. The Tariff 
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Board directed to rmew penod C1U7 tlie protection giren 
to indastnes and the period of rcTuw was left to its discre'ion 

Other atippkmentarr measan's as industrial edncation, 
compnl ory trainin;; of npjfcntices by the firms sntli whom 
the fTorernment of India placed orders railsiaj facilities, 
anti-dnmping kgislation, etc were also reconitnended to 
itrprose indn«tne3 

l-ollowins the Report of tlieFisc-alCoinmiS'ion the Govern 
nicnt of India have adopted a pober of protection with dis 
tnminafion for Indian indn<tnes and a Tariff Boanl has been 
institiitwt til advne them with regard to measures of pro 
t« ction Tlie tariff protection alTonlM at pn sent is inadequate 
Till tariffs in po^cd an not -vlequatelv high while the period 
of protortion in many oaa« is far too short and there is no 
adequate provi-.ion for prompt aetion to prevent drmping 
Higher tariffs and more substanti-*! protection are m manr 
c.i.«es necoasarr to inspire ronfilrnee and induce people to 
n«k their monev m indnstnes The lendencr in all irogn ssive 
countries is to rednee imports and eneounge the use of ludi 
etnoi s produfts, even if foreimi goosU can be obtained more 
theapjv 

The Tariff Board hai eo far examined abont twenty five 
indastnes ard effective protection lias Wn sarctioncd in the 
ease of five or eis indastnes and moderate protection in others 
Tins concession has h»^n adequately availed ()f to improve 
mdiistnes The nsefolness of the Tariff Board is liLely to 
Hfrow with the growth of the representative character of the 
Government 
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Imperial Preference 

Iaipfrial prcfprencp implies tlm sfrenstlicnmfi of the 
ties of fnendsliip between the countries under the British 
Bmpiri, and this object is son^lit to be nohieriil by economic 
policj I’nder a polic\ of im|*emt jirefirtnce Roods coming 
luto an Binpire coiintrj from anotbtr Bmpire country pay 
dutj at a lowir rate than the g»*neral rate This pobey, there- 
fore, girea an advantage to the faiouretl Fnipire country by 
stimulating imports from the coimlia pajing a lo«er duty 
than the geaerd dots 

The question of imperial prcfiniicc was first introduced 
IE 1907 ba f'anada nhen she lowtred hir duties on British 
goods But on account of the existence of certain commercial 
treaties lietwten Ccnula and other counlnii!. the same prefer- 
ence had to he estendeif to those connTnes Thc«e treaty 
relations ncrc, honeior dcnoune<,*d m IfiD'i From that time 
the preference was conhnwl otih to Great Britain and those 
British Colonies whuh gave to r,anada a favourable treatment 
Tlie preference was formerh fixed at one fourth of the dutj 
and 1 itcr od, in 1900 was rai2>eil to one third 

In 1002 the Colonial Conference passeil a resolution to the 
■efTect that a policy of imperial preference would he lioneficial 
to the Empire and should aicordingly be followid and that 
this would not iniplj am lowering of protection which a country 
might be granting and the lm|»erial Government was aNo 
nquested to grant pnftrenee on the goods of Empire countries 
Tlie preference was purelj to bo soluntary and did not imply 
any compuLsion In pursuance to this resolution Xew Zealand. 
South Africa (1*103) and Austrilia (1907) extended the policy , 
but United Kingdom refused to tax her foodstuFs and raw 
materials In 1903, the Government of India was also 
consulted and declined to follow any such pobey for fear of 
retaliation by other countriiS and also because India could 
not gam much from such a policy 

The position up to the end of the War was that India 
and the United Kingdom refused to have anything to do wath 
such a pobey , but all tbe self governing Dominious gave 
preferences at such rates as they considered advisable to 
certain products of the United Kmgdoni, and sa some cases 
do the products of other parts of the Empire. 
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Tho ar "-w e a row impctns to t Ji*» politrr of conwlulat nz 
t) p Finpirp and tjore pnilncod a nneral (Imitp on the 
j irt t f the I inpire eoiintrits to tnike the Empin ppjf sufficient 
in the frmliiPiinn of tcrfiin imjMjrtant commodities which 
an Mtalti n<<ei>-sarr dtirin" the period of wars The Imperial 
War < onf* ronn in 191" j 4<«e«l a resolution in farourof granting’ 
(iptciallv firounble imtment and facilities to the produce 
an 1 maniif irinri * of other parts of Ihi T nij ire Tl e Imi>cnal 
rpsonrr«» «*r« to 1 m deitlop^l and the impin was sought 
to le ft lie inleprndcnt of other conntnes in the master of 
fool «uiih*s raw niatenals and other essential inlu»trie« 
Ijv (. t lilted Kingdom whiclili'ul 60 far kept aloof accepted 

ije I jIiiv ami granted t» the wlole Imptfc jrcftrcntial rates 
whiih were iixiiallf tlre-^liths or tuothmls of the full nte 
on m srly all irtich^ on whrh import duties were Icvn-d TJiis 
princiil ho.* now Item flcc4|ti I l»y the Irnptrc countries as 
1 result of the d Iilxmllons of the Ottawa roiifercnce held 
m 1911 

I « ft re di cu»«ins the ntlitii h of In li » and the importance 
oItI» question from th« Indian }K>mt of mow tho ocononue 
pnn iplrs tin Urhingimptnal pnftrcnec mas N ili*ttj‘scd The 
me-nin" of the term has alrcadi In-en esphincd ftnd it imphc* 
til grant ol irp(pnnc< m tho goods of the rmpirc connttits 
to promote inter Imperial nhition* Tlic policy cmbodiis 
til following irmeijW — 

(1) It aims at derolopin? the resonrees of the Empire 
and seeks to make the Empire self sofneicnt in the matter of 
the production of food stuffs raw materials and other essential 
gooiK 

(2) The action is to N purely voluntary an I preference 
can tie wPhdrasm or eitemlel at any time ii o«t convenient 
to anj conntrv 

(If It doesnotsoektolowor the protection to anv indnstry 
m anv lonntrv If a conntrv is ginng protection to any 
industry, and if preferpnee is to lie granted to nnr partner 
of the J mpirc n connection with such a comrnoUty, it will 
take the form of an incrtase in the duty on the goo fa of the 
nonFrajire conntnes 

The policy has a two fold aim Eirstlv, the economic aim 
i,s tlu development of the re«oarccs of the I nq ire to tl e utmost 
poaaible extent Secondly, it 1 as a pol tical aim also and it is 
that the Empire is to b« made wlf sufficient in the production 
ol goods essential dtmng llic time of \\ ar wficn the dependence 
upon foreigners on the sapplv of such goods wiU jeopardise 
the interests ol the Empire 

It must he ohserred that preference is not to be granted 
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<Jti each and ererj kind of goods, tut only on those goods tho 
■production of >\hicli is capable of being dereloped to such 
an eitent that tho vrhole or major portion of the supply can 
Como ultimately from tlie faTour^ country It is to be 
temporary only and after a certain period of time which is 
necessary to promote the development of a particular industry 
in the favoured oonutra it is to bo withdrawn 

It resembles protection for in both cases the consumer is 
invited to suffer a temporary loss In both cases, it is 
cspec*^ed that when the policy succeeds the Io«s will terminate 
and tliL consumer mav gam in the form of low prices which 
must prevail when the success of the industry m question is 
ensured I nrtlier both protection and imperial prefettnee are to 
he granted only to those industries which are likely to succeed 
in the long run and for which chances arc very favourable 
It differs from protection inasmuch as the advantage for which 
the consumer is asked to suffer a Icmponrv loss will accrue 
to the industries of the foreign country to wluch preference is 
given whereas in case of protection the advantage will accrue 
to the ludustrus of the consumers couiitrv 

The effects of imperial pnhreiue tiro twofold One 
18 that It im])oses a teinporarv bnrdm on the consumer so 
long as a large portion of the supply comes from the countries 
to wluch preference is not graoteil the j rice of the commodity 
will bo rignlattd by tlu higher dutv The consumer will have 
to pay the higher price on tht whole snpplj and the difference 
between the two ratis of dutv wiU be the advantage to the 
country to which preference is grantwl But when the country 
receiving preference begin* to supply the whole market the 
price of the commodity will be regulated by the lower rate and 
tho consumer will benefit The question of tho loss to the 
Consumer wall depend upon the relative importance of the 
fionrees of sujiply If a largo part comes from the favoured 
•Country, the burden waif be sraaU but if a large part comes 
from the non favoured countries the burden will be large 
It must not be assumed from the above that only m 
the event of ii loss to the consumer, the favoured country will 
stand to gain The favoured country can gam even when 
the consumer gams It is because the favoured country may 
after some time capture the whole market driving the non 
fftTotiTcd manufacturers out of the field The price to the 
Consumer will bo gorimeil by the lower duty and the 
favoured manufieturtrs will bnd that the price will fan to tho 
true competitive level The favoured country will have cap 
tured the whole market and will hftve high profits Tims 
the gam of the consumer can be co existent with the gam to 
tilt favoured country 
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It ha? got a rerenne aspect as Tell If the prefereace 
IS a redaction from the real rate, it is clear that the conntrr 
granting preference is sacnficmg reventie for it snll get less 
income from the dntics It mav l>e said that if the prefen ^ 
IS giTcn bv raising rates on the goods of the non favonred 

countries the conntiy granting preference does not lose rer^ne 

On the other hand it gams more rerenue bp raising the dnty 
against non fasonred conntnes But the thing la not so simple 
as that Tlie be«t tax w that which gets as much rerenne 
for the tn asnrr as IS the bnrden imposed upon the consumeR 
In this case, the consumersi par mote than the receipts of the 
treasury from this source The price to the consumer is 
goremed hr the higher datr and the State does not secum 
as rerenue the full amount taken from the pocket of the 
consumer Fconomically, therefore, such a tax is nnaonnd 
It mar then be said that the Government loses revenue— not 
actual revenue, hut relating to the amount 'ulucb it should 
receire in non of the burden placed upon the consumer 

There is one possihte adrantage to the country granting 
preference If imports are attmctecl from a particular coontrr, 
exports most increase to that country It is some indirect 
adrantage to the couptrr granting preference provided its 
exports are com[>eting with the goods of other conntries in th® 
market of the favoured eonniry 

Sj far we have di«cn3«ed the economic effects of imperial 
prrlerenco m general We shall now new them from the 
Indian staudpoint India cannot gam much from a policy 
of imperial preference because her exports are mainly raw 
materials and food products a laipe portion of which goes to 
nonFmpire coontnes The imports into India are mainly 
manufactured commodities coming from the Empire as well as 
the non Empire countnes The advantage of preference 
13 more m the ca^e of manufactare*! goods than m the ca«e of 
raw rnatenals Baw ntalenals are generally admitted free m 
foreign countries and they find their markets ready made * 
It IS mainly m regard to roanafactared goods that competition 
13 ino»t felt India, therefore, cannot gam much though it 
can give much to other eonntnes by imiierial preference 

Another objection to ini|)erial preference from the Indian 
jwjiDt of view IS that India a exports are to ron Empire 


i Thu itlo->*i<Kil«to» great .•red cow Comretition for 

the *»lo o MW matrnst* in foreign e<nmtr»^» ha^ inrreaseit to a great 
cte-st account ot improTemcnta In the tecbiuque of the aciieul 
total IB lustry In vanoua countnes of tte world Im’Ua raw produce 
In ‘ore en marVrt* has to meet the compelilion of other suppliers 
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countries mostly and impenal preference ivill indtic<« tlit* 
forci'mcrs to ndopt retaliatory measures ajram»t Indian goods 
Though this fear is cxaggentwl for raw inatennls find mark* t8 
easilj, yet linn* is something in it and foreigners can take 
rctahatorj measures to some extent 

Another fear is that it maj decrease protection granted 
to Indian industries But it must be said that it ntid not 
dimmish pnifecfioti, for thioretiratly under no rircnmstances 
should prtfiriiiie Ik atlonsd fu diminish protection ishich an 
industrs riquircs ’ 

It IS also ]iomled out that it isill iinpose n burden on the 
Tndnn lonsunur for the saki of tlie gun to the Britishers 
That It Mould do so is not untrue Hut India also may rocenc 
prt'ferente on some goods and in istiiiuting the ttonoiiuc loss 
to India, innsidoration of this f ut oNo has to Ik taken m sum 
The major'tj of the Fiscal ( ommiSMon pointed out ‘ that 
India at prosmt enjo>a tin* protKtion of the Hrifish Nasv 
m ritnrn for a inert nominal contribution and that this 
is a comiiensating adsnntagt Hut the minority of the fom- 
mission in tluir Minute of Dissiiit dilTtr very stronglj on this 
point from tlair colkaguts Thej wrili, ^^e regret tint our 
colleaguis should hast* picadtd for the ini]Hriil preference 
on the ground amungat others of mamtaming tlu British Navy. 


* ^Ir 0 Ji Ilirln in a epcciiit ailiele Mluch was published 
in the Leader of tVedno day. .Sy>pien)i>cr IUJ2, wrote — 

Thcic esn h<* no two opinions tliat a policy of protection puls 
a cert mil amount if I urdin iti the consumer It le liom in order that 
escnlually not inly the burden i* itiioved but the consumer la 
benefilcil Is eetting liis icipiiremcnta at n cheaper pnii than the 
imce of niiported artictir tndirAii efTectnc policy of protection it 
IS thus expected ll at the industrs Mill desilop md expand to eucIi 
a Inch pitch that III luuiee of time It Mill begin to produce more than 
the total reqliiriments of the coiintrs and, tonsef|iirntl> on account 
of internal coini etition the pricia of indiginous products would 
fro below tlie price of imported goods and make the tariff wall 

more or lees inoperative The con-uiner therifoie, is expected 
tn make tins encnlicc for I is ovm Leneflt and the sacrilice is thus 
treated as n sort of invoefment But when inmlequnti protection 
la granted altlinugh t)ie consniner auDcte jet the indualry does not 
oxpanil to Its fullest extent enabling it to meet the full reaiuircments 
of home consumption and ledwing its coat of production The 
result IS that the consumer Iiss to pay permanently a liiph price for 
ilia requirements Thia is exactly whst wili happen under a policy 
of preference which iii other words meana inadequate and lU'Wective 
protection I'ndtr tliis pc licj while the consumer will linvo to make 
full Baenfice there will be no compensating ndfantage either to the 
indastry or to )um M hsl js sought to be done la to grant a v irtual 
pfvtxvlMn to the !oe*}fm roartufoctemr at t>ie cast of Ifjc 7m}/iD 
tax payer and the consumer I'mm this point of view again the 
present agreement stands condemned " 
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fee! that the qaestion of tht. naril defence of the Empire- 
Stan li on an entirelv different footing and ought not to hare 
been bron^'ht fom ard m this connection We will conteat- 
onr elroi bv remarking tliat the economic proapentr which 
we anticiiat'^’ as the romlt of extemire indnstrialization will, 
in course of tune enable India to maintain m Indian wafers- 
a Dar\ snfSeient for tfe defence of India officered and manned 
bv Indian 

knfthrr fear is that if India accepted the principle of 
in prrial pr» fe'ence it is possible that her fiscal polic\ may 
be d rteted not m her own inte'ests but in the interests of 
of) f •• parts of the Empm* and she would be dictated regardles*^ 
of her own interests and wishes Bnt the majoritr of the 
iHcal rcmnii«3iQn are of the opinion that this is a misnnder 
standing of the principles onderlnng imperial preference 
It does not amount to a nmfied policy for the whole Empire 
dictated bv binding resolution passed at iienndical Impenal Con 
fertnees But it may be pomted out that the policy followed bj' 
the Dommipus mavhave been ihrcctwiby the Dominions them 
selves and uot by bindmg resolutioas yet the case of India u 
different She u not a self iroremiDg Dotnioion and the principle 
of unpenaJ prp/e.rpnce may be otilued aaainst India to lateifei*’ 
with her fiscal autonomj The ComniLssion qnote the rccom 
n endatiOQS made by the Joint Select Committee on the Gorers 
meat of India BiJI which are as foDows -- 

alerer be the nirlit fiscal pobey for India it la 
quite clear that she should bare the same Iibertr to consider 
her interests as Great Britain, Aastralia ^ew Zealand, Canada, 
an I South Africa ITio feecretarv of State should as far a* 
po«»ible, aroid interference on this subject when the Coreni 
ment of India and its logisbtiire are in azreement and bis 
intervention should be limited to safeguarding the inter 
national olb®atioD.s of the Empire or anv fiscal arrangement* 
within tl e Empire to which Hu Slajestv s tJovertunent is i 
party 

The above pnnaple was accepted by the Secretary of 
State But the words any fiscal arranfementswithm the Empire 
to which His Slajestf s Government h a party may raise 
some doubt and may suggest that a policvhke that of imperial 
preference may be forced on India The Cotnraission, never 
theless think that the way in which the pofiev has work^ 
does not show that it can he forced Tlie Commission, 
however lav down that no preference should he granted on 
ant commoditv without the explicit approval of the Indian 
EegisUture The Commission wrote that the question of impenal 
prcfeiente shonld I>e considered not merely from the narrow 
economic and teltish pomt of view bnt also from a wider Impenal 
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point of Tiei7 and tlut Indii should not remain aloof from 
such a policy but that the decision must rest with the Inilian 
Legislature 

\s for granlmg pri ference on the goods of the Dominions, 
the Commission pointed ont that India might grant preference^ 
only m case Indian goods Sjot preference in the markets of 
the Dominions But the minority differed from the majority on 
both these points and wrote as foUosis — 

(II tYt are m faronr of the principle of impernl prefer 
emx on the distinct condition that India should in this matter 
he put on the same footing of freedom as is enjoyed hr the 
self governmg Domimons, and that the non official members of 
the Assembly should be giTcn newer by legislation or otlier 
equally cffeotiye means to initiate grant, vary and withdraw 
preference as may be necessary in the interests of India m 
all Its asjiccts 

(11) That the comlitions precedent to any agreement 
with a Bntioh Dominion lu trade matttrs on the ba8i« of 
reciprocity should lie the recogmtion of the right of the Indian 
l>eoplo to a status of complete equality and *!ie repeal of all 
anti Asiatic Laws so far as tlity apply to the people of India ' 

‘ 2«o agreements based even on reciprocity m trade matters, 
should be enterid into with any dominion which has on its 
statute booh any anti Asiatic legislation applying to the Indian 
people To tlie Indian i>eople their self respect is of far 
more importance than aar economic adyantage which any 
Dominion maj choose to confer by means of any preferential 
treatment ^^e may conhdintly state that tlie people of 
India would much prefer the withdrawal of such preference as 
they would not care to bt economically indebted to any 
Dommion which docs not treat them as equal members of 
the British Tnipiro haiing equal rights of cituenship 

It must be sail that Iniban coinraercial maimatis do nob 
want imperial preference for India has to lose much by puisu 
mg the policy and the gam to her is small If India is giycn a 
status like the other silf gonming Dominions of the Fmpm, 
she may consider the policy but till tl en it is better for India 
to remain aloof from any such policy * 


» \s a result of lie «fcl>!>eraln)ns of the Ottawa Conference 
the Ottawa \preement was c«lo^M^d by the Indian I>-g<^Inturc and 
became I-aw The mam featores iinJerlnng the affiecmcnt between 
In ha and Great Untam a*e as bUows — 


(1) The IjDitiHt Kiriflom will continue to gi\e free entry to 
all Indian cools within tl e ccucral scone of duty of 10 i^r cent 
nd mJerein wl irh wus the t cited Kitisdow-i ai w ywwlt. of 

the Import Duties Act of 15)32 The principal comn oditics agected 
are Indian cotton manufactures coir mamifact ire« In han carpets 
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the GoTernment ot India, specially <lirectc<l br the GoTern 
mcnt to examine carefully the trade figures of India and he 
Issued an elaborate report on the Tiorlangof the Agreement 
A spccnl Committee of the Central Legislature was appointed 
to go into the report of Dr Meek and submit its news to both 
Houses The Report of tlus Committee together with the 
Minutes of Disaent by a few niembi rs was published m dne 
course 

Turning to t! e conclusions of Dr Meek, based as they am 
on till latest eomnierenl statistics of the country the following 
conclusions are north bitng emphasized On the export side, 
wheat did not get any stimulus from the j reference of tno 
shillings which it enjoved while rite exj orts into the British 
market inertased from 30 000 tons m 1931-3*' to 90 000 tons 
in 1933-34 "Vegetable oils sbowed an mcreast of fS 000 
gallons over the figures for 1931-32 as a result of the ton per 
cent preference Groundnut oil showtil an increase of 300 
gallons from 3 700 in 1932-33 to 4 000 m 1933-34 According 
to Dr Meek, these figures represent 9o per cent of the British 
market, compared to the 5 per cent which Indian groundnut 
oil represented in 1031-3' Vrgentuit lins*ed seems to bwe 
been owaled by Infli'in Vmseefl irom the British mniket in 
Tiew of the fact that Indian exports of this eommodity to the 
British market were only 14 000 tons in 193‘’-33 whereas- 
promiael Steel goods ar« already getting pretererce on Luted 
Kingdom eoods to aduitional ) reference 1 as already been graated 
to I uted Kingdora manufactures of cotton as a result of the accept 
Anoe of tl a recoil n en lationa of tl e Tariff Boar 1 be the borermnent 
JDotii these articles si oul \ be addeil to (I e list 

It IS as 1 that the esteoMon of India a trade and tettirg protec 
tion uniii I Hired late been II e fundairental pnne ple« kept m new 
by t! e Indian delegation irt ainnng at tte agreement 

\rrinrement8 hive been n ade for exchange of preferences with 
colonies and protectorates which will ijcnerallv e] caking extend 
to Tmiia tie fill benefits of tl eir preferential tanITs wl cn these- 
cxel ang s become effective It will mean preferences to InliS on 
cotton manufactures tea coffee ol-seeds legetalle oils poraflin 
wax carpets nnd rugs ant Inlia is to grant preference to them on 
guns resins oilseed vegetable and essential o Is ungrovind epees 
locoanut and eoconnut proilucts psh fni Is ani vegetables sago 
and tapioca rum nnd unmnni-factured tobacco 

ith regard to the Borniiuons conversitiona 1 are taken place 
between tie Indian delegation and the Dominion deiegntes on the 
silject of pos n e tariff agrvenents but no advance bejonl the 
pre in mary 1i ciission stage was made because of lack o' time 

Tic agreenent between tie Irited ringdcm and the Covern 
ment of India shall remain m force until a date six niontfs after 1 otice^ 
of den incintion has been given ba either parts tnv change In tl e 
rates of U t\ «1 all be notified ba «tl er iwrty to tl e ether will a new 
to ndj istments I eing agreed upon Al o consult my atlicl ■» on the 
fi bjpct in tl e /nrf an I trirtr of 3Ia» 1031 and the Retaerr 

of November 103’ 
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should really be said to be advantageous , but it seems it has 
not assisteil ns m renaming tins position Canada, Ceylon 
and Australia hare not really kept op the xVgreement and when 
its period expires, India should also reconsider her position 
in this respect 

Indo Bpinsn Tr-idf I act 

The Indo British Trade Pact was signed on January 9, 
1935 and it is supplementary to the Ottawa Tradi Agreement 
It to ojierite during the continuance of the Ottawa Agree 
ment The following are the main provisions of the Pact — 

(1) Protection to Indian industries may be neces'^arv 
ngainst fonign eompotition to promote the economic well 
btmg of the country but conditions 'Rithm tie mdnst'ies 
in India in the Unitid Kingdom and in foreign countries mai 
be such that the Indian industra re<\uire8 a higher level of 
proteetion against foreign goods than ngainst the imports of 
the Lulled Kingdom origin 

(2) Revenue considi rations mil be gmu due weight in 
fixing the Indian import duties 

(3) The CfOVcmcnent of India uadertako tliat protection 
will be aecor<leil to Indian ludnstries in acrordance with the 
policy of di'icriminitmg protection 

(4) The measure of protection shall onlv be so much 
and no more than wiU equate the prices of importwl goods to 
fair selling pncis for simihr gooils produced in India and that 
whenevir pos ible lowe" rates of dutv would be imposed 
on the goods of the Uniteil lungdom origin Differential 
margins of dntj established in accordancei with the provisions 
•of the Pact shall not be altered to the detriment of the Dmtod 
Kingdom goods For revenue, purposes, the Government of 
India can impose an over ridiog revenue dulj on imported 
gooils higher than the protective duty required 

( )} Blien the question of grant of substantive protec 
iion to an Indian industry is rehm'il to the Tariff Board, the 
Indian Gov eminent will pro lull opportunity to the industry 
concerned in the L mted Kingdom to state its case and answer 
•c.i«es presented by otlier interested pirties Further, the 
-Goverumert of India undertake that in the event of any 
radical changes m the conditions affecting the protected indus 
trios during the currency of the jieriod of protection they wall 
on the request of IIis "Majesty g Government or of their own 
motion cause an enquiry to be made as to the appropriate 
ness of the existing duties and that in the course of 
ouch enqmiy full consideration wi’l be given to any representa 
tions whicli may be put forward by any interested mdnstrv 
an the Umted Kingdom 

6 
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(6; Hw 3fajesty’s Gaacmnw^nt will constiier steps that 
might tie taken in cn-opcration with commercial interests to 
develop the imports from India of raw materials or 
xnanafactnred goods used in tnaaafactnnng articles which on 
importation into India are getting preferential treatment 
(7) Indian pig iron will be admitted doty free into the- 
United Kingdom market so long as dnties applicable to articles 
of iron and steel imported into India are not less favonrable 
to the Umted Kingdom than those provided for m the Iron 
and bteel I^tcction Act of 1934 

CCmCTSM 

The mam argnments against the Pact are — 

(1) The right given to any mdnglry in the United King- 
dom to ask for re-examination danug the period of protection 
mtrodnees an element of uncertainty to a great extent Th* 
Agreement tnll impede the indoiitnal development of the 
connfry, becaase the impetus to starting new indnstncs wiU 
vanish The fact that the contmoation of protection will not 
be certain will prevent people from investing their capital in 
indostnes m India 

(2) The preamble of the Agreeroent lays down that it 
would remain in force as long as the Ottawa Agreement 
lasts, hot this clan«e under the new Constitution might be 
misinterpreted and the Pact might be allowed to contmne on 
the ground that its tennmatioa amoimtcd to commercial 
di^cnmination 

13) The Agreement mlrodaces three new principles' 
firstly, the application of the principle of discrimmatoiy pro 
fection has been restricted , aecondlv, India has been com 
nutted to the pnncij le of safeguarding Untuh inrtnstnes , an I 
thirdly, India has parted power to negotiate a trade agreement 
with other countries on a free basis 

(4) Prior to the Pact the fair selling puce was not the 
only test for giving adequate protection , whereas under the 
Pact the test of the fair seUing price would be the only t«t 
This will prevent the grant of protection to an indnstry on. 
any ground other than the test of fair selling pnee 

(5) The discretion of the Tariff Board will not be left 
unlettered inasmuch as the Agreement gives His Majestv s 
Government the right to be beaj^ , whereas the Umted King 
dom Government hss not giren a sumlar right to the Indian 
GoTernment The Agreement is not thertfore ba«ed on the 
principle of reciproaty 

(R) The five pledges given Under the Agreement by the 
Govemraent of India will undemiine the fiscal autonomy which 
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Tndia is enjoying at present If India has to lower the rate 
of duty on goods of United Kingdom origin if India cannot 
alter the difference and the margin 'o* duty to the detriment 
of British goods if British interests can move the Indian 
Government to cause an enquiry to be made oven as to the 
appropriateness of the existing duties and if India is bound 
to rednee duties substantially on the imports of British cloth 
oven if such reduction destroys protection, then the Agreement 
IS reallr disadvantageous to India 

{") Indian commercial interests were not consulted by 
the Government when the Agreement m as under negotiation 
whereas full opportunity was given to British inlnstnal and 
commercial interests by the United Kingdom Government 
This naturally raised suspicion and doubts m the minds of 
business men m India regarding the nature and effects of the 
Agreement 


Defence op the Aoreestfvt 

Tlie following arguments were adiinccd by the Goyem 
inent m faTour of the Agreement — 

(1) The Government would continue their adherence to 
the policy of discrunmating protection as in the past and that 
the policy would be applied m the future in the same manner 
as It was done in the past 

(2) In the conduc* of enquiries by the Tanfl Boar I the 
OoTcmment had always allowed industries whether British 
or foreign to state their case fraal>ly in the mterests of the 
Indian consumer and tax payer 

(3) The Government never adandoned its duty of re 
investigating tl e ca«e of an Indian industry if radical altera 
tions occurred m the conditions affecting the industry 

Thus IVe hare done nothing more t?ian crystallize our 
past fiscal jiractice and principles which have been accepted 
and laid down cither directlv i r indirectlr by this Legislature 
Tins also explains why it was not necessary to consult com 
mereial opinion in tins country 

The question is IVTiere was the necessity of the Agree 
nient if mircly the past policy was to be crvstaUired thereby ♦ 
Tl e necessity of the Agreement at this juncture was explamed 
by Sir Josepli Shore in the Assembly when he pointed out 
that the British interests merelv wished that India s policy 
should be defined so that there would be no misunderstanding 
hereafter and that so far as the Goyenunent were concerned 
this agreemont merely miplemented the unpbed promises 
given at Ottawa and the defimte promises given to the Clare 
I ees deputation It was also pomted out that more than 
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anything olse the Agrcemfnt woull relegate the safeguards 
to the region •where ther would be unused 

The Pact was rejeetctl br the Assembly , but the Gorem 
ment disregarded the rote of the House and allowed it to 
continue There is a great possibility that in practice the- 
Agreement might aflect the mtemts of Indian industries 
prejudicially and prerent the planning out of a pohey of in 
dustnalization along right lines 

EXCTSE A>D EtPOPT 'DcTIBS A^D BOU>TIES 
Exci e duties are taxes levied on goods produced within 
a countrr and destined for local consumption They arc 
coUeettd from the producers and wholesale traders, but if 
good« are to be exported a refund >3 made to the persons con 
cemed They are also lened on alcohol and tobacco partly 
because they are very prodnetire of revenue and partlr because 
they discourage the consumption of tbo*c commofbties In 
the T nited Kingdom the tendency ol modem legislation ha» 
been to throw the largest possible burden of excise duties ou 
alcoholic dnnhs and to exempt other articles In the British 
colonies and the U ^ A excise taxation has been largelr confined 
to alcohobe liquors and tobacco but on the continent of 
Pufope maty countries hare applied it to other articles as well, 
such as sugar, salt and matches lu 1901 the Government 
o! Egypt imposed excise duties os cotton goods and so is the 
case mtb Japan which levies a consumption tax on kernseD& 
and sngar also In Indu cxci4e dotics have long been le'ned 
on alcohol, opium and drugs An excise doty of Rs 
per niannd is levied at present on salt of six annas a gallon 
on motor spirit and one anna per gallon on kerosene A sur 
charge is now levied on these goods as a resoU of the Supple- 
mentary Tinance Act of 1931 

Tlier are economicaQv jostifieil because the imposition 
of equal excise and import duties is a sound method of indirect 
taxation, where the home industry does not requite anj protcc 
tion It raises the pnee by a lower amount than a single dutv 
of either kind to produce the same revenue and hence the 
injure to consumers is less than if a single duty of either kind 
13 levied 

The imposition of excise dnties on small or scattered 
inilustncs is unsuitable because of the high cost of coUection 
\s a general rule, therefore, they shoul 1 be confined to indns 
tries which are concentrated in large factories or in small areas- 
a^ordJng facihtics for collection, etc 

In the case of a commoditv Injurious to the indmdual or 
dangerous to iocietv, the ezeue duties can be csefuU) 
Je-ned as a means of checking its consumption Apart from 
this, they mnst be levied purely for revenue purposes 
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In order to prodace snflinent revenue an excise doty 
must fall on n commodity of general consumption Tins 
indicates the limitatiou of excise duties m case of a countrj 
like India where people are very poor and an evcise duty 
as that on salt is disadvantageous from their point of view 

When an industry requires protection auv further necessary 
taxation on its products can be raised by excise dutiis provided 
thcT are fully coimtervciled by import duties The import 
duta should never be lower than the excise cess but m some 
ca«e8 it maj be pitched at a higher level Where the local 
product i', inferior the additional import dutv should be higher 
than the cxci«e duty 

Fxport duties are taxes levied on the export of com 
modifies from a country forpurjioses of producing revenue or 
for protcctn e purposes also The incidence of an export duty 
depends upon the conditions of the supply and demand of 
a comniofhty If the commodity is such that the exporting 
conntrv 1ms a monopoly of the supply of the commodity, 
an CTi ort dut^ thereon will raise its price provided the 
demand for it in tie /oreigD couatrv is ineJastJC or strong 
Under such circumatancts the rue in its price nilJ be equal 
to the amount of the dut% levied and its incidence will fall on 
the foreign consumer Put if the proportion of the world 
market sniiplieil by the coiiotrv imposing an exiwrt dntj is 
small its price will not rise by the full amount and its incidence 
will fall on the homo producer If the producer raises 
the xrice by the full amount he will bo undersold provided 
other countries olso compote m the supply of the com 
modity and they send it free of tax or have other advantages 
Onlv 111 case of an absolute monopoly will the duty fall on 
foreign consumers provided thev hare an melastic demand for 
It Such casis are, however extremely rare and therefore, 
it cau bo said with confidence that some portion if not the 
wliole of an oxiKirt dutv falls on the home producer Under 
such circumstances it naturally reduces the production of the 
commotUiy 

Frin if the monopoly of the country is undisputed in tho 
exi»rt of the commodity, 11 cn also the duty falls upon tho 
home proliicer to a great extent If its price rues, the 
fore igners will use substitutes for tho comrooditv but that wiE 
depend ujon the ti o m the price of the commodity and"tlie 
avftilabilitv of substitutes Fxport duties are advocated* foi- 
protection as well as for revenue purposes If an export duty 
IS JiFicd foT protect joo Jl either raises the cost of the raw 
matenal in tho fore ign country or rednees the cost of the raw 
material nt home Tlicbomeinanofatturpr benefits inboth cases 
The pocubar characterutic of an export dutv Is the fact that the 
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protection ojiGratei on tlie la^ matenal of the indnfttrr and 
places the whole foreign prodact at a disadraatage , wlide a 
protective import dutj givea the disadvantage only to that 
portion of the foreign prodact which enters the homo market 

An export dnty 1*1 disadvantageons from the following 
points of view as a means of proteetion Firstlyi it antagonises 
the foreipner bj raising the price of the raw material in tJie 
foreign country Sccondlv, it taxes proflnetion instead of 
consumption finally, f«n export dnty to be efleelive for 
protective purposes must be verj high for raw materials from 
a very smsll proportion m the cost of production of the 
manufactured goods generally To produce its effect the 
export duty must be very high Its high priee will make 
snbstitntea available in the foreign country and the burden 
may mostly fall on the lionw producer 

The Indian Fiscal Commission reeoromended the levying 
of export duties only for revenue purposes provided the dnty fell 
mainly on foreign consumers and its production m India was 
not duconraged 

Spuntiet’—A bounty is a payment made at juferrals 
by the Government of a country to prodoeers of a certain com 
modity whose production is rought to be encouraged It 
may be given m proportion to the ijnaDtity of goods produced 
or sold or exported It is therefore, very similar in its effects 
to a protective dnty inasmuch as the object of both is to 
stimulate the production of a commodity and lioth have a 
tendency to turn labour and capital info a ilifferent hue 

It also dilTers from protection A protective farifT 
encourages an industry by reserving the home market A 
bounty, on the other hand, enables home producers to 
meet foreign competilion more easily not by raising prices hut 
by lowering them Another difference is that a protective 
dnty enables home producers to charge high prices, but a 
bounty enables them to charge lower prices than they other 
■wise could do A bounty is more effective than a protective 
duty lor the latter can gaaranleo tlwm only the home market, 
but makes it diiTicnlt to cijiture foreign markets as it raises 
prices and incomes by encouraging the imports of monev 
A bounty, on the other hand, enables home producers to charge 
lower prices and thus they can capture foreign markets as welL 
Thirdly, a protective tanif gives the ailvantage at the cost 
of consumers, while a bounty gives the advantage at the cost 
of tax payers 

A bounty is iess objectionable than protection for the 
oncouragement of an infant industry at home A bounty 
system involves taxation which is very much resented and it 
-will not lie voted upon unless it is very desirable Further, 
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protection creates Tested tnterestji and its Tithdraival becomes 
Terr difficult Tlio bounty can be more easily withdrawn for 
its withdrawal will mean redaction in taxation bounties 
should, therefore, be giron in tlio<e coses where an industry 
IS to bo encouraged and when its produce is mostly consumed 
by poor people In that case they will hare no harden in the 
form of high pnees, but will actually get rehef and the burden 
will fall on the rich for taxes are leried on the rich imless 
thej are indirect 

Its effect on nominal wages will be that they will nse, 
because m onlor to increase production more must be paid to 
wage earners But real amges may not rise or may even 
be lowered if the boimtiea are paid by raising indirect taxation 
for in that cose wage earners will also be affected 

The effects of bounties upon price level in the home 
countrv and upon economic welfare arc — • 

Bounties may be only so high as to enable producers 
merely to capture the homo market This will decrease imports 
of commodities and if exports do not decrease much money 
may flow into the country raising the general level of prices 
and money incomes lu the bounty paying countrv till equili 
briuni is established If they are high enough to cover even the 
transportation cost the producers ms) capture the foreign 
markets as srell This wiU have exactly the same effects as 
m the above case 

Tlie effect upon economic welfare depends upon whether 
the trade is directed to less advantageous channels If go, 
economic welfare will be damaged Their effects in general 
are the same as tlioso of a prolertive tariff 
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Bjmking and Functions of Banks 

Tuf t«-rm bank h'la d<*ftne(l in vanotis »avs in 

text book' <in Ifooomi'^ MckIptd banking opcratjon' are 
bf-toniins div«f»c in nature and fpcciabration and ibvJ'ion of 
laloir jlaT a virv imi*ort»nl part in ? anking bn'ine®' al*o 
Tlicn are ixmf banks which iisuallr 8 op)l> finance for indns 
triPS for fairly lonjj pcnvl* of tunc, eomo *i)CCJ 3 lirc in niann 
faotunnjj ajncuhiinl ertsbt, others finance intcmalional trade 
gome hnl eliort term finance to tho»e engriffcd in trade and 
commerce and the mam dnty of some types of I ankinsr institB 
tions eonsists m so condoctia;; and gunlinj; smaller Innks and 
in controlling the money market conditions that national 
interests mav be eerred best Ihiu U is not possHle to 
a conci«e and clear cut delmitiOD of the tirm bank ’ which 
will include the tunUioii< and eemees of all these Tarions 
form* It 18 proliablr well to ili«regard all dcfinilion' of the 
general word Imik and substitute id it* plaec qnabfjTug 
phra«es wbicb de<ijfnatc clearly the natnre of the bnsiness 
perfoTnieA br a particular tvye, e g , comnietci-tl banks, indn* 
tnal banks, mortgase banks, exchange Mnks, savugs 
banks etc 

Tliore IS one drawback of the aboee clas'ification "ko 
one particular claM of banks pirforms the functions which the 
classification would e<*em to 8ugBe«t Industrial banks for 
instance, do not confine tl emstlve* etdusi-velv to xaism'' 
Ion*' term finance and investing it id indiistncs Coninicmal 
banks do not in all countries confine their activities to short 
term lending and borrowing of money On tbceontincnt flew 
perform the functions of industrial banks also Indigenous 
banks and moncr lenders in India combine money lending bank 
ing and trade A general definition which does not include 
and denote all the»e dnties and services of various classes of 
banks should thus be considered nnsatisfactorv The mott 
/•ommon dcj^nihOR of a l<ink i# to entl if an tmMufon ichieh 
^eaU in money and credit This definition is however, veri 
limited m scope and conveys a very imperfect idea of the duties 
and services rendered by modern banks Broadly speaking, 
a bant is an institation which borrows monev from those who 
save It and lends same at reasonable rates of interest to those 
w} 0 can propfrlv utilize that money in trade commerce and 
industries of various types It acts as the costodian of the 
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funds of its customers and helps them in tunes of need with, 
money and export advice It does not usuallv grant acoommo 
datiOD without adequate SLcnntjr 

YMUOVS CtAS'JES OF 

There are various elas es of banVs performing different 
functions There is no cleat cut division of the functions of 
these various clashes hut there is a certain class of business 
commonlv performed bj certain institutions which entitles 
them to belong to a separate category It does not, however, 
mean that m actual practice institutions coming under a certain 
clas« do not take up business commoal> done ba institutions 
v,1 leh fall into some other class The oj orations of each class 
may be studied in detail 

Commercial banks arc those matitutioos which rai«e short 
term finance in order to lend it for short periods Such banka 
raise loans fir six months or a year at the most and lend it 
to businessmen and traders for corresponding periods They 
do not furnish the whole fixed capital for trading pnrpo«e8, 
but supply only as much as is n'^ded for carrying on busiocssos 
Such banks encourage onlv cenuine borrowing as distinguished 
from speciilatne borrowing The depositor can demand his 
moncT at the oxpin of tin- short perio 1 of timo and therefore, 
commercial banks sboiihl emtior such money m self hquidatmg 
and rapidlv niatiiriog securities like geoiunc bills of exchange ^ 
Thus ortho lox theorv forbids the granting of long term loans from 
short term deposits In actual practice however, commercial 
banks hud money for investment purposes lielp speculators 
and also grant loins for pircK consumption purposes Such 
banks thus perfonu functions which orthodox theory would 
not as«ign to tluni In Germany Frmce other continental 
countrie**, the U , etc , they combine commercial operations 
wath mvestment functions 

Savings banks are institutions which cater for small sums 
of money and Iheir main object is to promote thrift They 
pool the resources of people of small means and lend them, 
to bu incssmcn and to others on the security of real estate 
By law their choice of making loans is Umited and Thej caa 
lend on best and the safist securitv Such banks do not 
mamtain handsome reserves because the amounts of deposits 
received bj them from their customers exceed the possible 


> vaaw f> luLu willing so ui it» luuc 101.3 ol a baul, kays. 
What » bank, can wUh piopriety alvancc to a merchant or nodet- 
taker of an' kin 1 is not either the whole eaj ital with which he trades 
oce\enBn> considerable part of that ea| itaf but that part of It only 
w t ich he would oiherw ise be oblig d to keep b\ h m unemployed, 
an 1 In rcadv monev for answering occasional demands iVeaUh 
0 / Saliortt 1S93 Edition p S31 
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■Hitl drawah In Fnjrland and tW Ibrrp arp ft very lanje 

number of *nrh institutions and Jn the lormef country the 
Trujti'o t'ftTinsrs Kinks hare b«n overshadowed by the Post 
OfCcc ‘^rinjrs Kinks 

There are special lostitnlions called co-operative banks 
and land mortfrajte banks which have specialized in agrieol 
tural finance for short ftod lonjj penods respectively The 
latttr trrant loans on tl e security of landed propertv and they 
have an export staff of their own to mstss the value of the 
property rnortpi?ed The fonper ones difler from joint stock 
banks in vanons wavs I-irslly« the co-operative banks cater 
to the needs of the poor ps-ople, the cultivators and labourers 
and the joint stock banks receive deposits and lend momv to 
tilt nrh and the middle cl^s people Kecondly, the co-opera 
tire banks pire mort emphi«is to honesty and chancter of 
the borrover m matters of loans If people who an* very 
honest have no collatenl security to oflir the banks will lend 
money to them aframst bdls oftxchanpe, whereas the joint stock 
banks lay emphasis on mateml tanpWe security Tic 
CO operatne banks a}<o supimso the cultivators m roDoectiOQ 
with the o»e of these loins, but the joint stock banks asoallT 
do not do So The latter will be satisfietl if their fccnnty M 
pood and will not have anrthin? to do with how t’lo borrowed 
money is spent by the borrowers Thus coopentivp banks 
capitalize tie homstr of the people 

The industrul bants lend money to bnj«*-8cale piwlneers 
■with which the latter punbftse their various assets locludiUZ 
land and bmldings and Iheysupflv lonp term loans They 
have exiKTrts to adviie them with reCT’d to the prosix>cts of 
new busioesses rcfiuirin? loans and with repird to eiiitiO? 
concerns also Thev have a very hish paid up capi*ai and 
nsnallv exercise effective control over comparuei to which they 
lend money 

The exchange banka finance the foreign trade of a country 
and deal m loreiffn bills of exchanse Tljcy also handle gold 
and silver m this connection. ^ 


The investment banks and trust and finance companies 
collect funds to be utilized for productive uses They lend 
money for long periods and attract capital through debentures 
ior 20 or 10 years and asoally they have a verv large paid up 
capital of their own which they can lock np in Incrative assets 
Thev discount bills of exchange, lend monev on approved 
aecnntips, on the mortgage of land, house and shop property 
and underwrite secuntieg, ete ^ r t ^ 

W should he emphasized that a clear cut speeializatiou of 
the type described above does not usually exist m practice 
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Fach of these tvi)es performs duties tthich hare been described 
above as belonging to others The efficiency of the banking 
system of a country deuends upon a close relationship and 
intordcpendenie of these vanons institutions 

rco>oiiio Services of Bivfs 

Banks afford numerous facdities to businessmen and to 
their customers They hold the funds of their enstomers in 
Bate custody and honour their cheques drawn upon them 
They collect cheques, bills of evchange, interest and dividend 
for their customers and advise the latter with regard to the 
status of mdmduals and corporations to s^hom credit maybe 
allowed They promote the financial stability of their 
customers because credit can be granted to tlio latter on the 
recommendation of the bank 

Banks collect monev from vanoui sources and make it 
available m smtnble nunis to those who can make a proper nse 
of it Tims thej help in the acciuniihtmn of capital and in 
increasing production They create purchasing power in the 
form of cheques and other marketable securities With the 
help of the hanks easily marketable wealth of every kind can 
be converted into purchasms power Banks furnuh their 
customers with exptrt ndnee and the possession of a bank 
account stimulates thrift, economy and saving on the part of 
customers The banks in modem times arc the nerve centres 
of the modem world and a failure of banks paralyses to a great 
extent the entire economic organisation of society Bank 
failures bring m tlicir tnm lessened production declining 
number of exchanges, business depression and a decline in 
the volume of trade and employment It is true that the 
economic prosperity of tho people of a country depends upon 
natural resonrccs, social sjsteni, national character and the 
availabilitv of skilled labour, but a good banking system is 
very useful to make increased production possible It improves 
the tone of credit and tho business morality of society to a 
very great extent irone”ty, good faith, sound business 
prmciples and the sanctity of contracts are qualities which 
are promoted by a good banking and credit system Tho m- 
creased production of the post industrial revolution period has 
been due to the widespread and thorough organization of bank- 
ing bnsine'S conducted under sound and expert gmdance 

A bank plajs a very fnndaniental part m rcleasmg the 
necessary economic energy which stimulates the accumulated 
resources of a large number of people in order that they may 
be available for industrial development It exercises a whole- 
some inllueuce over industries financed through it Through the 
discountmg pohey and reserves, the mdnstrialists and business 
men can be made to do what 13 nccessarv and desirable which 
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-I)’-obablv, left to themsplrcs, ther woold not do U a bosmesa 
man or an industnahat comes to know that accommodation 
for workinz capital would bo withdrawn, lie can be made to 
foDow a j)oliCT of re organization, expansion or rationabzation 
as desired bv the banks Banks are expected to select the nsht 
tvpe of men and entorpr^es to finance and in this wav thev 
exorcise a griat power in monhling the economic actmtie? of 
a country along right lines The wholesale and retail dealings, 
transportation and other pliasos of economic activity which 
de}>end i pon boiTOwi“d mones are under the mdnence of banks 
and bankers 

■Modem production is ronnd abont and the processes of pro 
dnction are indirect A great deal of tune and capital is required 
for commodities to be produced Teal caj ital labour and 
raw materials are necessair and before the finished proilnct 
ean be obtained commodiiies have to pass through vanous 
stages During this time, raw matenals have to be iiaid for 
and monev is required to be gi'eo to labour and to incur repairs 
and renewals to old an I worn out hoiidiogs and machlneri 
Tins IS done threngU banks which finance practically every 
operation of rrodncMon The cooneiting link between the 
ranous aetmtics of mdustnahst«, niannfaclurcrs an I prowers 
of raw mater aM, etc , is the banker 

BAVETiia 13 Movrv CruNcrn-s 

Party bankers were monev changers and ther facilitated 
trade and commerce bv cbangiug one currency for another 
■because m the same country there was a bewildering mnltipUcitv 
•of com* Gradnallr ther b^n to provide safeguards for 
tlicir customer* and i*«ned receipts to them for deposits Tins 
■was the basis of credit and people entrusted their money to 
those banks onlv in whom they had implicit confidence These 
receipts could be b-uided over to creditors who could get gold 
on pTescBtmenl to the drawee banker This receipt gradoallv 
assumed a standardized form and to ilav it is known as a cheque 
through which money can be withdrawn from a bank 

Gradually the note Dsuing fonctiou came into existence 
It was In this war Some gold lay redundant with banks which 
they coul I lend on interest The loans look the form of actual 
gold or the signed notes of the bank to pay gold on demand 
to the holder The State uj the early sfigos did not exercise 
control orer tl is function and hence a Large nnmbi r of banks 
f'sued notes to an extent that was far beyond their capacity 
to redeem them in gold on demand Tlie result was a senes 
of failures of banks and the loss of money of innocent people 
and a tonsequent loss of confilenn Ondnally the State 
"began to eierci'e control over note issue which is now 
regulated hr law in all countries, and in most countnes the 
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Tiotc ia^ncss Ij Qnilcrtakrn bj- nnd nllowwl onlv to 

■central bink* 


Tnr CiirqOT St^tksi 

In inclu«lrnl conntnei and apcciiHv m towTis the cheqne 
■r^tern !la^^ a ten crail part m faciUtatin'r cxcliinges in 
Tarimi* rmintries of the 'aotll \ cheque m acceptod only 
in a nirrow nrea and is accepted fn imment onlr from known 
y)artiP'< (’ustojnera arc ciren the ri2ht to draw cheques on 
lulnnres to their rn<lit on current or draw me ni counts at their 
eonvinienei md for niiiounts requtrwl bj them A cheque 
for an amount Idsher than the one which cxi«t« to the cn*dit 
of th* cu'tnmer m 1 Is banUn:; account will not lx psi I unless 
thtre las l»e<n a jnsi »* n;r\<iiient iKiwim the bank and 
the customer an 1 the tsnk>r I xs allow 1 tie customer to 
OTtrdraw his accoi nt I><|tosits anbjeet to cheques jin a 
larjie i>ari in fjcilititmir sichanses and in some respects a 
chequi IS Ixtter tliau n note \ note nnv K stolen but if 
a chequi is itohn the hanker will refuse jusment if informed 
in du time \ ihujue is usiless without lx m" tilled in an 1 
sisne 1 and ireu when it has lH>en eomphNd i cu<tome.r has 
ss'Tlmn xatiguanls to »s\e bunielt horn the nsk of Ins* U 
ran I e tilled in at anj e< ni nh nt time an I for any conrenient 
amount within limits Uincc th chiquo sistini is dtspIoiH'd 
ter) bttthlr In bu*v towns and ssntres Th se crixlit mstru 
nients nr*, useful as they sasi Se>ld and facilitate excIuDSi.s 
IlltANri, **Itl FT Ol» 4 COSfMEtaAl. lllMk 
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The abote is an imssinarr balance sheet of a bank showin* 
tie a«<pt8 and halihties \ Inlance sheet is that statement 
which is] nparwlbx tl c «wn« rs of a Imdness concern with a view 
to ibid out the financial position of their business , an 1, properly 
pni and this shouH enable jieopletu know Ua financial position 
at a glance In cise of joint etixik enterprises the prej aration 
nnd publication of tin Inlance sheet is obligatory at law and 
the same lias to be certified bj auditors 
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On the left h'inil side, in tbeaboTPcaie, the items arel^^nown 
as Inhilitips and those on Ihe right hand a de are known as 

fts of the Link The tenn Jiahilities’ refers to thow 
it<ins for which the banker Is responsible to make parroent 
to other jH-ople In the case of the paid tip capital and ino 
resem fund the hank has n permanent liabilitj to its share- 
holders Tlie assets are the property of tie bank jododing 
cash and the bank 1ns a right to receive money in ease of these 
Pen s from its debtors 

\olhonrt I Tapital* is tin amount of capital with which 
a bsnX is registerwi and on which it h3.s to pay some registra 
tion fee llie whole of it is not offered t« the public to be 
purchased hr the latter, but only a part is offered and gubscnbed 
by i>eojle Tlie portion purchased by people H known as 
snbscnb«l capital Actual cash i« not immediately p®id bv 
the purchasers of shares Borne money is paid on application 
and some when shares are allotted to them Ijater on the bank 
calks upon them to pay as moch as it requires and the share 
holder* cannot be asked to pay in aggregate a sum eiccc bng 
thefateralueof the shares held by them Tlic portion which 
has aetu'illv been paid in cash is known as paid op capital 
The jxjrtion which the shanholders hare Wn ealled npon to 
pay IS known a.s ealled up capital and if calls hare not been 
paid in full, the unpaid amonnt on calls is known ascalJsia 
arrears If thccallsarenotpaid m dne time the shares arc hnblo 
to be forfeitwl by the bank A certain portion ol ’he capital is 
left uncalled and is known as reserre liability It is usnallf 
called up on v m the case of liquidation and it is a sort of 
guarantee to tho»e who deposit their roonev with the bank 

“I e*erTe Fund is that ]>ortiou of the profits of a bank 
which is not distnl nted among the stiareholderg bv way of dm 
dends and It strensIhciLstbe position of the concern In some 
C'lses when the bank i* in a floutulung condition, its Bhaicscan be 
sold in the market for a higher amount than their face value 
If, therefore, fresh shares are lasuM, they can fetch more than 
their face value and the excess of the gale j nee over the face 
value goes to the resene fund Tlie bank can uso this fund m 
cases o' emergency when it is g jstauung losses and it strengthens 
the financi^ position ol tlie bank and also inspires conSdence 
in the minds of customers Thia fimd is iniestM by the bank 
in good secimtics from which an income Is obtained 

Bank deposits consist of cash or tiMes to cash deposited 
by customers I’eoplc deposit their money with the bank 
for a fixed i>enod of time whieh they cannot withdraw without 
^e cipu^l the period unless the bank allows them to do so 
They are known as fixed deposits from which money cannot be 
withdrawn bv cheque Beposits may be made into current 
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account from winch money can bo withdrawn by cheque at 
the convenience of the enstomet dnnn" busmesa hours Actnal 
-ca«h may be deposited by the castomer with hia banker or 
certain titles to cash may be deposited for collection as cheques, 
bills of exchange and dividend warrants fox which the customer 
has to receive payment The hank may also grant loans to 
Its customers and to this extent the castomer can draw upon the 
banker in favour of his creditors This comes to tho same 
thing as if the customer has actually handed over cash to his 
banker on which he can draw later on A customer may like to 
discount a bill of exchange and the actnal present value of the 
bill »Hi«us discount mav be paid to the customer or as usually 
hajipens the present value of the bill 13 credited to tho account 
-of the customer while the discount is debited Thus de^iosits 
are not made in cash only bnt created also and a vast majority 
■of deposits are not jiaid m cash to the bank, bnt consist of 
■credits borrowed from the hank Tlvc customers draw cheques 
against them Tlu^ right may be created by tho customer or 
b\ tho banker and m whateier way it may be created, the banker 
must be prepared to meet the obligation as soon as it 13 
•exercised by the customer 

Tho creation of credits by the bank depends npon its 
cash resources A bank nrasi have adequate cash resources 
to meet Ills ciistuniors' demands Thns credits can be created 
■on the strength of the cash rcsoorces, but the banker can lend 
XQOTe money than his actual resources He knows that all tlio 
cnstoniera wiU no( exercise their right at the samo time and 
in the words of \V S Jevon*, ' The whole fabric of our vast 
commerco is found to depend upon the iTupiobahihty that the 
morcliaiits and other customers of the banks will ever want 
simultaneously and suddenlv so much as t/20 out of the gold 
money which they lia\« » right to receive on demand at any 
moment during bankiua boors ” Deposits thus may he 
created to the extent of four or five tunes the amount, bnt 
-a banker should follow a eound bankmg policy bo that 
prices mav not be affecteil * Customers usually keep a 
minimnni balance in their current accounts winch is utilised 
lu creating credits The banker knows by experience that 


* Professor O Ca«>cl 10 Ins book Money and Erchange after 
1014, wntes on pngs 103, ‘Themipply otcredit must be bo regulated 
.that DO rise in prices und naturnlly do fall id prices either takes place. 
In order to keep deuianda for credit within the limits of available 
means the bank must apply interest rates fixed with tliat object In 
view, but in tlieir continual Bcrutiiuxing of the demands for credit 
must also bo able to effect the necessary restnction-s Tlic main 
factor determining interest ratca tliraugliout tlie entiri* banking 
system is the Central Hank’s dlscoantrate and in addition the Central 
Bank naturallv poa-sesses a very Krest influence owing to the general 
.^Mco it is able to give to private banks as to their credit policy.” 
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this jrrnunl wonlil not b" dnwn upon ard maallr intprt^t 
!• no' allowetj if thf minimnin balance is redncod 

Tfp nofo i-i'nins liT«ine«i h not tmdertaken oo^ bjr coo 
irtTf and i» re«pmd gencratty (or Central 

‘I U’Puihle ■srebjllidrawnby thebankernpon I Hspnts 

an] *oll to p«>op’e wjjo want to remit moner to other p|act“ 
Th i h3\e "ot to be pail on presentment and arc liabilitJ ’ 
n t bank inje al o have aeteptwl eirtain bills on behalf o^ 
eu t< n rs «hicJi it has got to i»ae on mfltnnty and such buls 

are in ' ’el n this I'em This lalUr ela»i i« known as accept 

anf I « < n 1 ehalf of customers 

l*ro'ii and l-n»s i\econnt tneaes profits earned during the 
>{jr tospthtr uith tl e same bronghl forwanl from the presaee* 
Te ir Out of this snti* diridends are di*tnbnf«l to tV ihare 
holbrs and the nsidoal undistributed amount is jnclmled m 
the balance sheet 

Tfie ttr*t fsirt ifcrt J on lha assets side constifnte the cash 
resme of the banker Tlio latter amonnt, ir, cash »t 
bankcri is hell at the C»ntral I’anl. 

CaH loans' means ironey lent for not mow than siren 
dars or ore* right mones aUo The lock has n right t® 
durandtbis rroner «ithm2f I onrs irilicdeniaml fordiwocnl 
leg I il's w sLark tl ese loans futnish ao onthl for funds that 
wotiidotherwi e nTraiit ulle Tl er art oinallr made at rerj jo’*' 
rate* of intirrst Tirying from 1 to 12 i>erterit l*i*canw ttef 
are craiiUd on firtt<Lu-« srsmritles and the JsirToaers are men ol 
gt/od standing Tberarethi frst line of defence OS the scenritf 

on ikieh they are tnren I* readilr rrarket die A high rate for 
call mores- d(x s not nu-an moeh profit to the bank., bpiani* 
jnrafe irdjriduals svuhdrasr r oiiej from the fanfc and lend 
jt to boiTOoerx. 

1 iHs clMetionted* means bUs cjchange pnriha-‘e<l hr 

the l«nkir and pasnient mar fe* made ImnetliaNly or the 
amoent mr Iv jlacctj In SI < credit «f the cnj'onier on which he 
can draw bur on Pt'eonnt is tl« i‘Tn*il to tie tiankcr in 
r^cYi eawa The Mrker has » right t<> obtain jiavnicnt at 
matnritj' from tic draace 

** V Iranees" are loan* girca by a banker to 1 is caito»r« 
oa t’e slrvrgth of sone lecunty Tlies nay !>e frrantid 'm 
tie fcrtirity of rrmTuivjTT rote* or rrar K tfie rwoft of * 
f_> 1 nmers orenlrafti aTangemerts with the bank ' bank 
*akp tie f» llowing prrractions Ja CTantJn. loam 
s<Itsrits — 

ID A rery large airrcrt t'ocfl hot be girtn to one 
in'i'ilcat Lot *Ioi,!d be girco to a large nrn ber, bcaame 
the biter b-s-b to tv dii'nbnuoo of nsk 
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TIip natnre of the secuntr should be judged anght 
p<rfec* b'^nking setxmty should combine ultimate safety, 
a certaintT of payment on a specified and not a distant date, 
a capability of bting conectted into money m case of un 
expected emergency and a Inedom from liability of deprena 
tion 

Too much of oQc smgle class of securities shouH not 
be a cepttd as coTcr for loans because m the event of sale 
the ban! mil suffer a great loss by a fall m their market price 
brought about by la^i sales 

(4) The banker slionld keep a good margin in 1 is favour 
ind normally ten to ticenty per cent maigin is necessan 
accordmg to the quality of the c enritv 

( >) ITonestv mtegntv and financial standing of the 
liorrowor should be scrutinizwl evin t'oogh ludicicnt collateral 
security is deposited mth th« bank 

I rom the bank s point of view all loans can bo rlas«ilicd 
under (11 Loans on stock exchange collateral and (’) loans 
on commercial pajier loans on stoik exchange collateral 
art granted to till brokers and stock brokers for short periods 
If customers on the pledge of securities n quire the ojieniug of 
i loan account tie bank reckons this under the heading of 
loans on stock exchange coHatcril ronimercial paper 
includes OTcrdra'ts loan* on tin scennt) of jromi orv notes 
cash credits and personal loans to big eommcrcial peojle 

loans maj al o bo clas«ihed atconhng to tlie period of 
time ftr uhich they arc granted tshort term loans art those 
xcluch run from a single day to about 90 days Long term 
loans range from six int*nlhs or nioro os the case max b to 
several years 

Coming to the studs of loans themselves an overdraft is 
the result of a previous arrangement with a banker who allows 
the customer to withdraw cheqms for a sum lugher than that 
standing to the ere lit of the customer m current accoimt 
This 13 done on the strength of some s^ciinty To oltam 
an ovenlraft the head of the hrn calls on or writes to the bank 
and advises jt that it widits to overdraw its account 
for a prescribed amount and the bank then honours cheques 
against it fo’- approximately that amount — the sum is never 
rigid and the extent of the ovenlraft is lift to the requirements 
of the firm ^ A caslv creilit is an ailvance on current aicount 
Tlie eustoner has to pay nterest on the amount of hia debit 
balances from day to day Interest is chargoil on the amount 
actuallv withdrawn and the customer tan repav any portion 

* Vi.) iMic aid J-cTftgn txehmjt Ly tiws, p lia qu u-u ay 
Dr li&m Cl andm Dau 
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of the borrowed jom whenerw ho likes In India the cnstom®' 
has to pay intere«t on a nunimnin balance whether he may or 
may not withdraw that snm 

InTe«tments’ meant the holding of gcit-edged securities 
and oiher first cla-ij bonds in which the bank has inrested 
money Broadiv speakin?, the operations of banks of discount 
ing bills and making loans tray be called as different methods 
of investing roonev A banker prefers commercial paper to 
stock exchange coUateraland the latter are preferred to staple 
corrmodtties and real estate This is the order of tho banks 
preference A bank does not find inreatment bosiness ®o 
profitable as loans and diseonnfs It can make profits only d 
thereisapossibiUty of nee. m th** prices of secnnties.bnt it should 
not speculate in the ratae of these speonfies to n.akc profit* 
"MTist proportion of fnads should be jnrested by banks in silt 
edged •ecurities does not depend upon anj a pnon mle The 
usual practice w that the eap'tal and reserre fnnd are usnaHy 
inrestM m interest beanog secnnties TJic paid np capit®! 
and reserve funds do not belong to the pnbbe and cannot h® 
caDwl up from the hank 3Inch more can be mrested bat tbw 
dej^ends upon the stibilitv of the bank sod opon the coafidejic® 
which it inspires into the people In tunes of panic 
government securities are unsaleable In normal tunes they 
strengthen cash reserves, but in tunes of panic they coastitnte 
a real banking re*erve arailahle to meet a run on the han^ 
wnd there is the nsk of depreciation even in the case of 
class sccunlies 

“Acceptances means bills of exchange accepted by tb® 
banker on behalf of lus tautomers Atmaturjtv the customer 
placet the funds with the bank with which to meet them Tlic 
banks r-AO profitably utilize their monev in accepting the bills of 
their customers for commission and later on, in selling them 
in the market IVithont spending anything of their own. 
the banks finance their ctuton ers and nb*am profit by accept 
ance business The total amount o' bank acceptnneos most 
bear a del nite relation to its resources and the common practice 
IS for banks to accept bills np to the amount of their capita! 

“Dead Stock ’ refers to buildings, office famiture, etc , 
which is necessary for carrying on the business These assets 
arc r«^arde<l as dead because the money sunk in them does not 
1)71115 any direct yield to tbe bank 

Bpancu Ba>kivc reriwt Ivdetevdewt Ba'skivo 

Branch banking permits the easy transfer of capital from 
places where funds are reilundant to places where they at« 
refimred urgently Thus seasonal needs cao be easOy saftsPed 
and interest rates tend to be equalized throughout the country 
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Under bmnch bankinynslws can be spread m Tarions industries 
because different branches existing in difTerent localities can 
finance local industries and the fniliire of an industrv to repa\ 
loans will not thus jeopaitlise all the branches Ilente bramh 
banking leads to greater stability because local runs can he 
more easilv met than nnder independent banking anth smaller 
reserves First class skill and efficient at headquarters can 
be made available to all branch managers and internal and 
foreign eschangi businesa can be economically bandied and 
adequate banking facilities can be provided even in small 
di«tncts local capital and skiU can be ufibred to the most 
profitable extent, because local men will regard it a matter of 
prcstigem b« coming the iiianagirs of smalh r institutions rather 
than in lieing subordinates in large concerns where they mav not 
be eonsiilted on important mailers The opponents of branch 
banking jioint out that some of these advantages are not realised 
in practice and others an equally available to indt pendent units 
There are evils particularlv applicable to brancli banking from 
winch independent b inking is entirch free Tlie dangers of 
branch banking he id mono])oly iwner bt mg u*ed b> monopolists 
and notmtheexistenccoffeparate branchts The tompetitiie 
waste of bronth hanking and the charging of high rates of mterest 
in established localities to compensate the losses dne to low 
rates of interest m undeveloped localities arc other disadran 
tages pointed out against branch banking Tbe managers do 
not remain long enough at one branch in order to become 
thorouglily acquainted with local comlitions 
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Centra] Banks 

afTectinjj the Central Rank hare unjentlj" 
required eon'ideration dnrio^ the laat decade in almost all 
imporrarii ronntnes of *110 irorld Tlie Intcrnatwna! Financial 
ronfeniHC met in I5ro«sels lO HJO and one of its reeolutfona 
rebtfd to the fact that m eonntnea where there la no Central 
1 ank of I«sue one eliouTl l»e r^tahlished and thia rcsolntion 
eniplia«izea tin clo«e connection bctwein tJie maintenance of 
financial stability with the functions of a eentral banking 
organization In the following years the adriu of the Conhr 
enee baa Ikh'h wu’elr folloneil and novr fentral Ranks hare 
lutn e*tabU*hwl in m-anr countries while tht old ones hare 
been orerhauled The I cichshank wa-t rcorgaaizetl acconl 
ing 'o tie I»awes vlieme and new CtnlrJl Tanks were 
ratal li btd in Ssutb \frica, the *!onth \inenran Mates, at«l 
T<rr n If nth in ktiuria a lte«erro Rank w v# erratetl while 
the eouTjtrr was on the nrge of liiianeial eolIai*se In India 
also one is going to tie estabiMheil at n i earlr date 

In almost oil caws the main reason of the estahlishrmnt 
or reorganization of the Crnfral Rank was to stabilize the 
comncy srst*m ard to prertnt ore* Imuo and Inllation- The 
1 fk of ifftl ihty of tl e unit of Tnbir had mtrtxiucad ins cnrity 
in contraris, capital Tahirs had Iieen wipi-tl out and the feeling 
of t4nccrtainty rej^anlmg fntore conditions had crrateil econo 
inie and rocnl dbonlcr* in the worl! To athiero stabiliir 
of icrreiicyt the latwr standanl was rejLaeei! by the poll 
stanHrd with the help of tbecmlral hanking dc sice In orler 
to iralnfain tl e cstabli'licil rati * ht tween a currency nnd gul 1» 
tte turrrncy antlanty or Central T ank should bur and sell 
grjil at a Ill'll parita on demand and there shonM !«• ro bar 
< d It e fne export an 1 import of told 

If tie enmnej authority la* an nnlimlt'**! obhgafion 
to iron 5e gold or gnl 1 rxcJ ange at aflxtd j rice jf has a dcrmiie 
lUMUtWe ti> yrcMm its gold nwrrts when tber are Wing 
ir drpl. led Tld* dram of po'd is due to a iU*ct|mbbnaro 
a the tnUrreof t-a-le of a loontrs.or to put it toon ac» nratolr. 
in tl e I ala '** ol iiai mcDts 'nittiia) l>e due to two rra-wn* 
Hr>lly,th country mar base JentabroaJ largir snau of money 
than are »aTTaai»-.l by its credit «brr>a<l an I KfomUy, the 
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jaternal price level may tie Iiighcr than the external price 
lead In both cases the remedy is to make the credit dearer by 
raisins the discount rate This will stimulate exports and 
discourage imports by lowering mtcmal price level and attract 
funds to tlie country In both cases reserves will be strengthen 
ed and also the internal need for money will fall and people 
will return notes to binks In the reverse case the reverse 
remedy, t e , the lowering of the discount rate will be resorted to 
Oredit n ill increase and prices will ri^e and the issuing authority 
will isaUe more notes on the strength of the larger gold hold 
ing« 

Thus stable currenev is verv necessarv and in most 
•countries the risponsibilitj ot issum" notes is entrusted to 
ft central banking organization lor economic and political 
reasons On the economic side there is a relation between 
the rate of discount, the note circulation and the volume 
of credit and the former is the chief instrument of rcguliting 
note issue, credit and gold holdings and as the rate of discount 
j3 the instninicnt of a bank, it is desirable to entrust note issue 
to a batik On. the political aide al»o the arguments for en 
trusting the note issuing business toaCeiilral Bank ore weighty 
The Governmtnt, if it has the i>ower, nia\ bi tempted to rust 
money bv u«uing more notes when taxation mil be veiT un 
jopular ITenco the note issniug function is usually entrusted 
to banks 

The issuing anthority mav he n Central Bank as in 
Fnglaii I and other countries or sevcril banks ns m Canada till 
recently The former » preferable liecanse the Latter altemativo 
amphes ft dnidcd respoosibilita and » lack of leadership and in 
the case of manv issuing aulhorilies there cannot be one control 
ling force to dirict the monetary policv of a country, which 
IS likely to be n source of weakness specially in a time of ensK 
as was the case with the b S V in 1907 

Tliere should thus be either a Central Bank or some other 
body hkc the hcderal Bescno Board of the tSA which is 
strong enough to cany out a definite hoe of policy The mere 
cstabhchmcnt of a Central Bank docs not necessarily giie this 
The Bank must be so constituted as to he able to control credit 
and, in particular, to enforce a rcstiictiun of credit on the 
commercial banks If it considers it desirable to do so, for if 
the lonunercial banks conld lontmue to lend Ireelv m spite of 
a higher bank rate, the whole conipcnsatorv machinerr for 
attrsTcting gold and regulating the volim oof notes in circulation 
would be uiTaliditetl Iho Central Banks acquire tbe necessary 
influeuee through the fait that, in general, they control the 
reserves of the commercial lai^ and thus Ihev are able to 
tighten the money market hj appropriate operations which 
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Iia^p flip pffirt of rKliitiRR the «npplics of c-vsh hiW hr fbe 
coiiinipm-il banks ’ 

Tlip reopnt PSp<*npnre« of Polaml and Tap'in can bo ciffd 
in tmphaiujnc tin importance of the aborc ron^ldcrafioO^ 
Til* ! olnh ciimncy heasilj deprt c lafcil in 1*121, l>oca«<e 
the r«ntr\l Hank ha<l no cFictiap control of credit in the open 
market and con^cquentlv tliirc was an cTCc»«ire cipinnun 
of credit l)\ the conimercnl banks Ixcitisc of which there 

wasaiers fenw Ktmm on the international assets of the Bank 

of Polatitl In Japan there hare l»ecn similar troubles cm 
morr tim one oceasion A fiw cumnurcial banks only keep 
thnr laljciccs with the Bank of Hpsn Or closely co operate 
with n kt crucnl tinna th« rai^tn? of the rate of discount I f 
the I ink has not l>cen ablt to cheek the continued expansion 
of credit bs the common il banks and this has been t nc of the 
« IiH f caiistn of the frequent financial ernes in Japan * 

Tluse arc tin r«“isons whj niw Central Banks hare been 
recenih intnWislud and tnanr o!d«» ones hiTc l>ein ovir 
hauled In Italj sf'ps win takin in 122<5 to nnily tinihr 
the Bank n' Ifair the note wanes whieh foriiiirlj wca in Ih** 
hands of a niimU r of I ank* It is sisniflcanf to note that lh< 
Insh Bankinff rnnunls«fem In J92rt njccteil the anq^'stioiJ "f 
cntnissin 4 the control of the lurrarry In a Centra! Ilsnk 
and I foposid that it shout ! In ciseti to a statiitnri coniniis*i<m 

Till nisimswen HniK, the Uck of nn lni1e(H ndent discount 

market In Tret in 1 an 1 seesmdiy, »t‘ rlinz tl en b* in'* tin rum i 
for Irrbnl, ll e Bank of I airland wo-s the Central Bank for III* 
country 

It mar t>e sail that from the |»oInt of new of cnrrrncr 
*Jalihl> the fconraB ration and nlaulinsr of the Ont*al 
Bank* m rarlou* ciiimtries and the establishinj* of oiw orts 
In l}o»e wlere non exist is more t«cca«arT now than crer 
IWiin levnuse as a risult of the cut]ap*e of tin xnonetarr 
sta^lanl to aelii te the I'abllity of priie hs«l International 
co-ojw'nuion I* necessary Thiee cbp-ctj can be oltaic'd 
*’ runs'll tie help of teutraJ Banks 

1 inaTios jirrwrr-c trn ‘irw Ann ntc CrvnuL Bi*»k 

Tie f.oTirnnienl of a country f* Tilnllr interested in lie 
eTcbtirs of the renlral Tank because If the la’ler fads it 
wrui imohe an |••to’end> francial rrnis in th. counffy 
»M the c^lit of the Cioremtemt iUo wool 1 lie a lrer*rJr 
The Ma*e tujalJc krept iu lialwirrs with tie Bark 

• bU-b *»■{ t lilB CrttinI ^ 

* sie.V -s'h «,j. 

*1 t' -tf-sw, C»**r»ir» ^ 



CE'STBAL SA\KS 


183 


•and for these rea«0D8 it cannot bo indifferent to the policy 
■of t’le Binb By its dLsroniit policy and conseqnent reactions 
-on credit, Rold rescrres and note issues, the Bank controls the 
pnrchasin? power and hence there is a special relationship of 
the Bank to the Government of n country In certam countries 
the rentral Banks are condnctoil tinder a government guarantee 
as in ''weden In Vnstraba, the Government is responsible 
for all claims on the Commonwealth Bank The mam question 
IS how much hand in the management of the Bank should be 
fiven to the Government 

In the pro war period the tendency was to stress the control 
of the State over the Bank as m case of the Keichsbank prior 
to Its reorganisation according to the Dawes Scheme Since 
the war the consensus of expert opinion Ins been to stress 
the independence ol the Central Bank Tlit followmg resoln 
tion of the Rrnssols Confireuce Banks and especially a Bank 
of Issue should he freed from ^mbtieal pressure and should be 
eonduetefl solely on the lines of prudent dnance orrstallizcs 
the general feeling on the point The reeonstrnctioti schemes 
of tl 0 League of Nations for Austria and ITungarj emphasized 
the inlciendcnce of the Bank of Issue and the Leagues 
Financial Coniniittee have been strong advocates of independent 
Central Banks Fven m countries where prewar legal 
provisions are m force, the trend of opinion is against political 
-control and a similar prmciplc can l>e discerni 1 in the recently 
estahlishiHl Central Tanks in certain booth American Tepiibhcs 
Even where the Banks are private il ey do out aim at huge 
profits but the economic advantage of the country i& their 
foremost consideration 

In spite of the above tnnd the Government in rao«t 
countries have some inflaenie in the matter of the constitution 
of the govermng body of the Central Bank The Bank of 
Fngland and the neich«bink of Germany are quite independent 
•of Govirnment at least on paper though not in actual practice 
In practice there has been close and continuous eo operation 
between the Bank and the Government m Fngland where 
the Act was pa-ssed at a time when mdivadualism was the guid 
ing principle m economic and |H>litical theorv In exceptional 
tmics there has been something more than this, because during 
and fimee the war right up to '^ptembor 21, 1931, when 
England went off the gold standard, the financial pohej , thongh 
a matter of legal enactment, has nonetheless been dependent 
upon the deci'uons of the Govermrent In matters as the 
embaigo on gold exports the issue of Treasury Notes, etc , 
the Government consulteil the Bank, but probably if tl ere had 
been a difference of ojuaioa between the two anfhonties, the 
Government s view would have been the decisive factor But 
-except in abnormal times the independence of the B ank is 
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peelin' The inner hL'itorv of tie BanV of Foglaml is knuwn 
only fo tho'e m authoritv, lint 't is probabh saf^ to nssunie 
that th( relations of that institution snth the GoremiBent 
j rr«ent difrcnltie-i that w not capable of amicable solntion 
Thf BanV has in the coarse of vears bmit op a body of tradition 
and cxpenence directe.1 to the f ablic service •which is unnraned 
and it may he fa rly eurmis^ that no Government in this 
eonntrv would seriously deoire to intcrTenp in its administra 
tion (Ki oh and Filin, Central BanU, p 19 ) 

\3 rc-^irds the Peithsbanl the German Bank \ct of 19’1 
ptre' *-d fill- independence of the Bank but it was devised 
bv forti'Ti experts when the liDancial polity of the German 
(•overniitnt was politically suspect^ and had proved on 
sound cconomicallj I'robab'v this distrust of Government 
infiaence woul I not have boon so mamfest if *be reorganization 
had come from within the conntrj Even then the I eicbs 
preoidcnt was gnen a limited veto over the elettion of the 

I ank 8 incident 

IVotn tiKse independent organiza’ions there is •» gTadaally 
a«f(nding pcaU oE Goveminont control culminating m KussIa 
wheri the I ank. ts subordinate to the Government The 
Bank of hmland w another example of a true Stale Bank where 
the numbers of the 1 onrd of SLanagement are nominated bv 
the I*n<ident of the f cpnbbc 

The tlieorv nnderlving the conception of a Stile rank 
centns on the proposition that bicauso a sonnd national 
economic life defends upon a wise central banking pohev, 
the Bank si oul I be under the control of the Government which 
the ensto ban of natioml interests There ire certain dangers 
of thu rour*< hirstlv, is the decisions of lie Bank are of 
vital imjxjrlanw fo the economic activities of the eouutrv, 
it s nice 3.<irv that its direction <lionM he as nnl>ia«scd as 
jKvasjbV Tliere cannot bo a continuity of policy lO cave of 
a ‘'fate I ank with ihaoging govemmenU and then cannot 
iH frwdom from poblical bn« n i s admmivtratioo T1 e cases 
of the I ank of ^[aia in the latter jart of the IDtli century 
and of tht I ank of h ranee in recent years cm Iw cited to prove 

II e ] oint In Ixifh casis ll c Banks under Government 

coiajubioa exceeded Ugal limits for mlvances to the Treasury 
with th" resnlt list cumney de) recuted leivily The 
floancial cri«i3 m h ranee jul!i«i» was intcndiled bv tlu dtprtcia 
tK n of tj e frinc which was camcil by exceeding the legal limit 
from 41 miliii'i fnnes ftxM la Iti 0 to over 3 000 million 
francs, wUh the result that lift voiame of notu id circolation 
roM lo ovir 43 uolhanl /ranw (tloa O J\eK 

tniu o/ Tranet, j j gW _3* ) 
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Tlie Gontrnl Banks tti Tatna Austnlia, ‘Sweden and 
Unl^ana are instances o! 9tatc Banks hnt in practice they 
enjoy a wndc measure of independence of Ooiemment In 
tlic«c cases the Gnvoniinenl and the IrfRidafiirt. hare imposed 
•on then selves to rarj mj; < xtent* certain ei lf*<lenyins onii 
nances limitin': tluir oj portnnrties for intervention If this 
•conhl he done in all ca^ei ablate instttntion on a snital le charter 
could be as pood as one independent e f Ooremment control 
but the danper lies in tin >\eaknes of human nature to resist 
the temptation of creatinp emlit when the machinery therefor 
is provided Tu protect the Bank from untue governmental 
mterferenci, It IS n« ces«ar> tumakv it an independent orgnniza 
tion and to pne sueh pow<r* to the State a< are necessary 
But to ««tablj h a Stat< Bank tlr«t mil th«ii devise mathinery 
to give indi] endenet to tit Bank setms to he futile In the 
nccnllv established or reorpamzctl Csntnl Bmks the tendtney 
is to move awav fnmi emn|l te ''lalt control as m the case 
•of the Bank Act of 1^2 1 in Bulpani and in Czechoslovakia 
Tlie above conclusion u subject to one qualillcation In 
jin extreme national cmcrgtncj all stares havi pot i right to 
pet jurclnsinp jower from iht Bank which niav moan txpan 
iion of note issue or the stoj pmg of sivccie payments The 
rejection of the conception of a btatt Bau’ does not mean 
that the btato should 1 ave notiunp lodo with the coni{)Oaition 
■of the Banks directorate or in the cencral shapiD" of the 
Telations between tl c Bank nnd the Mate Ihe degree of 
State inflnenco varies widely m difftren ca^cs 
DCTIFS OF TttF CCNTPiL BANK TOWARDS TtlE STITF 
Tlie Centnl Binks nianige the dovernmont ncconnts and 
the business counecttal with tie Nationil Dibt and generally 
act as fiscal ngmfs without anv spccitic remuneration They 
nsualh hav« tlmcustodj of government deposit* free of interest 
fornung jatt of the Banl s working assets Tht concentrating 
■of the lankmg requirements of the State at the Central Bank 
has many administrative alvantages which are amplv char 
from the historv of the Lniied States Prior to the introdiic 
tion of the ledtral Pckerve Njettm Govirnmcnt funds 
were distributed bvtween 1 oOO National Banks nnd nine snb 
treasurns which materially influenced tie conditions m the 
local monej market by layment or wathdrawaU of large sums 
<in State account to or from local banks ^\ith the e^iabifh 
ment of th<’ Federal I evervp System the dutv of apportioning 
these funds among tl e depository banks was given to the 
Federal Pe«erve Banks anl they adojited various devices to 
avoid the upsetting of the money market 

Another point in cnnneefion wrti the refatron betw-een 
the Bank and the bt ate i« that a Central Bank as the note 
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j^aning: authontv of the conntry ts pren & locratire concession 
of a public natnre acdi therefore, has to surrender a portion 
of Its profits to the State In the charter of nearly ecerj' 
Central BanX rtpilations are embodied according to which 
a part of the profits after papn? a graduated dindend and 
allotting some monec to rraerre fonds is paid to Government 
The BanX mar also be cxeraptesl from the usual forms of tax 
ation in lieu of this The Peichabank, the Banks of Greece, 
Austria and Hunjrarvnndof othtr countries eniovsuchpnnleges. 
In England the Bank makes some statutorj payments to the 
Government in consideration of eicmption from stamp duty 
on Its notes as the Gosennnent there docs not partake m the 
profits of the Bank 

FnaTiovs betsveev htt CrvTPiL Pa-sk, CosuiEBcrat BA'nc5 
AVT) Tnr Monet SfiPfi-T 

The duties and functions of a Central Bant os devnbed- 
by the Governor of the Bank of England in his evidence before 
the Poyal Commission on Indian Cmrency and Fioaoce should 
be as below •— 

It should have the sole rght of note issue, it should 
betbechaoDcl and the sole channel for the output and intake 
of ’eeal tender currency It shonld be the holder of all the 
Ooremment balances , the folder of all the reserves of the 
other banks and branches of banks in the roontrv It should 
be the agent, so to e(eah, through which the financial opera 
tions at home and abroad of the Government would be per 
formed It would farther be the duty of a Central Bank- to 
e^ect so far as it could, suitable contraction and suitable 
es]i8DSjon, in addition to aiming senerallf at stability, and 
to naints'n that stability wiibio as well as without When 
necessary it would be tl e oltimale source from which emergeney 
credit might be obtained m the form ol redwcountvng of 
approved bills, or advances on approved short secunti'^ or 
Government paper ' 

It wiD thus be seen that a Central Bank should be the holder 
of ap the re«erve3 of the other banks and their branches in 
the conntry Banking re«crve« should be concentrated m. 
a Central Bank, m order that they may be mobilized for use 
at any place These reserves should be maintained by the 
Central Bank in an extrenielv liquid form so that they may 
be available at a time of ensis Tl e Central Bank can expand 
andcontraet credit ojdy if it has the controJoffnnds and reserve 
balances of the commercial banks It can then regulate the 
credit position as required by changing eircumstaDCcs The 

♦ KUcb and Eltm. Cenlral fianXs p lOO 
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commercial banks should keep their cash resources other than 
till money with the Bankers’ Bank; otherwise they might 
deliberately oppose the jiolicy of the Central Bank by expand- 
ing credit when that uistitntion was aiming at restricting it 
In turn, the coniraereial banks are entitled to expect of the 
central institution that it will carefully consider their views 
on matters of common concern subject to the fact that the 
Bank has a special responsibility for controlling credit In 
the Vmted Kingdom, for instance, banks keep their cash 
balances m the neighbourhood of 10 to 15 per cent of their 
demand liabilities This insolves a practical limitation on 
their initiative in creating additional credit They have no 
inducement to contract credit apart from their obligation of 
keeping the cash ratio Thus expansion and contraction of 
credit rests with the Bank, which by its credit policv or opera- 
tions in bills and securities increases or decreases the market 
supphes of cash and thus expands or curtails credit 

The creilit policy of a Central Bank becomes effective 
by acting on the cash i<03ition and the lending capacity of the 
commercial bouka Tlie quc'tion in tins conneclion is whether 
the Central Bank should be allowed to enter into direct relations 
with tUe generel money market or it should have deaUnga with 
coimncrcial hanks only To prohibit the Bank b> its Charter 
from having direct dealinss with the gcne>ral market is undesir 
able At certain times credit restnclion may be necissirj to 
prevent excessive speculation and other unhealthy sjuiptoms 
of trade or to correct adverse foreign exchanges , but if the 
comiiierenl banks have huge cash resources, the discount 
policy of the Bank may bo incffectivo Under such circora- 
stmees the Bank can reduce the marked supplies of money by 
selling bills and securities on its own initiative m the open 
market which process should be continued till the discount 
Tate beeoincs effective With the diminution of the available 
cash supplies, a j«)bcy of credit restriction can be forced on 
the commercial banks The Bank can also purchase bills and 
securities which can increa«e the cash of the commercial banks 
and thus a sudden stringency can be reliev’ed at the initiative 
of the Bank and crinlit expansion is powible Open market 
operations are thus very necessary and desirable 

There is another reason why open market operations 
should he allowed TJie Bank has to employ its funds remu- 
neratively under appropriate conditions and safeguards, but 
this will not Ih‘ possible in the absence of open market opera- 
tions by the Bank This will also help the Bank m fulfilbng 
Its primary function of credit control Tins has been the 
experience of the U S_\ and England In the latter comitry 
the Bank has aho the power of dealing directly with the bill 
brokers and discount houses and thus maintains relatively 
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stabj? conditions wlicn carrying ont Jargo money operation? 
cfinrccted with Goreromfnt and international finance? 

TLie i>ower should be ettfci«d br the Bant with discre- 
tion and should always be snbsidiary to its mam function 
of credit contr >1 The bank shoold not lend direcllv' to martn 
faeturers and traders becaase if it w bound by its commitment? 
of direct lending to bnsine?>men credit restriction wrD be 
ftxtremelr c'lfTeiilt as it ttiH Ijc nnwelcome to businessmen 
Tims a Central Bank should not receire deposits from pnrate 
(u^tometH This restriction has been imposed npen the federal 
Peserre Banks by (be federal Peservo Act In other cases- 
tl p limitation is indirect because the Bank cannot pay interest 
on dejiosita from jnrate ciistomcni 

k Central Bank should keep its resourcea higtily bijuid 
and its business should be condneted on the safest lines to 
avoid tad d(bts For this reason also a Central Bank should 
he exclnded from direet association with industir becanse 
loans to traders reiiiure freqneat renewals and this is 
business of conimereial banks This cxclnsion of the Bank 
i« aBo desirable m the mtere«ts of oiaiotaioin^ goo<l relations- 
betwein eoniniercial banks and the Centr^ Bank ^Hie- 
Central Bank can inspire confidence if it does not compete tnth- 
commercisl banks and as the Bank has a free use of Gorern 
menf balances it should not take nndne advantage of them 
Its advice can onlv be accepted by the commercid bonks ii 
tbc} bare confidence in the Bank 

The credit iwlicy of the Central Bank works through tho 
trsnsactions of the iommercial banks The latter look to 
the fom er fo* help and cuidanc** in times of need If » com- 
mercial bank !• prndentlr iaaDa'‘ed and is sound it can get 
loans from the Ccn^I Bank on approvcil short term seountiea 
and can also get approved commercial paper rediscounted at 
the Lank The grant of these raciliti'*3 i-s a unique service 
rendered by C-^ntral Banks The Central Bank sboald not, 
bos ever, act withon* proper care and dtscrjuunation, other 
wise found banking will not be pjssible Business crises and 
bank failures can occur in countries having a Central Bank 
and the fact that these things take place is no cnticism of 
Central Banks Central banking is not a substitute for 
pmdent banking but it affords the best basis for a sound 
banking a-nd business economy and the snreat safeguard for 
the stability of the eurrency 

In Fngland the join* stock banks do not directly look 
to the Bank of England for increasing their cash supplies 
and thev do not gtt the help by redisKinnting their bills with 
the Bank, but they withdraw funds lent by them at call or 
short notice on the market and the bill brokers and other 
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borrow era obtain the inean^ of pas^nent from the Bank Bren 
then the Bank is the ultimate source from which eniergencj’ 
credit IS obtained bj the nmket m the form of redisconntin? 
approved bills or setunties TJnderthe \mencan and continental 
practice the banks rcdiscoont Ihcir paper directlv with the 
Central Institution 

Tlie svsteni of Central Banking in America and on the 
Continent differs from the Fnglish system m respect of the 
relationslup of the Central Bank with the commercial banks 
and al«o in the matter of the Icjral rcjpilation of the banhin? 
busmess The nature of the businciis that can he undertaken 
by the Continental Central Banks and the Fe<leral Peserve 
Banks 13 defined bv law There arc liowcver differences 
as rosrarils tin relatnns to be established with the pnblic and 
the commercial banks There are no restrictions in the ease 
of the Bank of France and the Reichsbank m their business 
dcalmjrs with banks and other institutions The Bank of 
France was to provide diseountm? an! b inking facibties even 
to the traders and this jractico has been foJowed in drawing 
up the constitution of the Centra! Bank« in Furope In case 
of the Federal Reserve System and the Bank of Chile the 
character of the business to be transacted between the Central 
Banks and the commercial banks on the one hand and with 
the public on the other is clearly defin«H\ 

There is al«o a difference between the Federal Reserve 
System and the Furopoan srtem of eentnl hinkm" as regards 
the obligations im|osed u|on commercial banks m relation 
to the central institution lu the Lnited States certain of the 
South tmerican Republics and South Africa the commercial 
banks are to Lwii some balance with the Central Banks The 
main advantage of statutory dc|K>sits u to develop the Central 
Bank as a Bankers Bank p »r rjTfKmce but such rules may 
create a sense of false sccuntj as indicating that compliance with 
them i« a sound position \ Central Bank m the last resort 
should justif) itself by its work and if its authority is well 
estabbslied as in Furope it is better for the Central Bank and 
other banks to woik out their relations bv negotiations wi*h 
the nummum of legal 8ti]>ulation and legiilation should be 
resorted to only when other methods are not sufflcientlj' 
elTlcacious I cgislation gamfaccs an element of elasticity, 
but irobably different conditions require different solutions 
B licro banks are comparatively smaller in number as in Pnro 
7«an countiirs the method ol negotiation is Buitable but with a 
largcrnumbor of banks asm the U S V probably legislation nuy 
be necessary Blien the Central Bank f as been superimposed 
on an caistmg system, the commercial banks which formorlj- 
did without it wall be slow m appreciating its necessity and 
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m stich cases a scheme nf oblijjatoiy hy the commerwal 

hanKs with the Central is necessary because if thm 

<1( po'its are withhold the Central Bank cannot fnlfil its objects 

Othir Fo^cnoNS 

The sound functioning of a Centril Bank depends upon 
Its stnet adherence to the terms of it« charters and 
apart, the mam business of every Central Bank is alil^ ™ 
most essential respects The Charter of 1924 of the Eeichsha^ 
defines the duties of the Bank as being ‘to regulate the circma 
tion of monev in the whole area of the Tleicbs, to /aejhtafe the 
clearance of payments and to provide for the ntilizatiM o 
availatilc capital Tlie mam functions ot a Central Bank 
Cow from these responsibibties 

One of the most important duties of a Central Bank i» 
to issue notes -which gives tlie elasiietty to the currency 
of a conntry This is necessary for the regulation of 
ronnefary circulation and credit and for mauitaming *he 
established parity of the carrenev 

The dealings m precioos metals and foreign exchange fo™ 
aaothe- important fnactioo of a Central Bank ITheo guld 
IS the sfandartl of value «omc autbonfv should bay lod 
gold OP gold oicliango at a price fijed m relation fo the estab 
Ushed partly It is then only that local cerreney srilJ not riser o 
fall below gold parity bv more than a smoU percentage rep’e 
eentme the cost of sending the specie to or from the country 
eoBCerned The Charter of a Central Bank should, therefore, 
provide that the Bank should be able to deal in gold T^ 
Bank of rngland before England went oft the gold sandard 
waa under an obligation aeoordiiig to tho Gold Standard \®t 
of 1035 to buj gold at the price of £3-17-9 per standanl nonce 
and to sell it at £3-17-101 per onucc in quantities not less 
than 400 ounces The ob|ect of imposing » quantitative limit 
13 that the demands lor gold on the hank shonld be ooH for 
foreign remittance and that demand for gold for domestic 
consumption should be sop] bed throngh other sources 
' Under modern conditloiu where a gold circulation u generally 
in abeyance, and gold bought is paid for in notes or bank 
balances, it js convenient to concentrate the obligation of 
hnymg and selling gold at fixed pric^ in rtlatinn to the currency 
standard on the CratraJ Bank which can pay for it in notes 
issued against the gold, ' and Hus course has been recoramcnded 
for India Central Banks are also suthonzul to deal in silver 
and token silver currency is onbnanty provided by the State 
throngh the Central Bank The value of silver is liable to 
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sonoQs fluctJiatjon? and the Central Hants in practice mar 
not deal in it 

Central Bants also deal m foreign exchanges Tins is 
speciallr important in tho^o cases where the carrenc) of a 
country is Iiiikeil to gold Ihrongh the medium of some foreign 
currencj winch is freele <onvertiWeinto cold and is aho export- 
able in that form In Germany and lUlcinm the notes may 
he redeemed at the option of the Banks ' in gold or foreign 
enrrenej representing the price of in equivalent amount of 
gold in till foMgn country concerned, subject to a deduction 
corresnondine to tbi cost of shipping gold thither from the 
home country 

In countries which hero stibilize<l their foreign ixehanges 
svith referince to in external currencj, the Central Binks have 
lieen given control over the fomgn trade of their countnes 
The object is to enable the Bank lo icqmn* foreign exchange 
to influence import transactions meolring a demand for foreign 
exchange and to eheck spe^ulatirc dealings This is the case 
in Poland, Italy, Bnlgaria, etc The Banks fix the exchange 
rates and the purchases and siJes of foreign exchanges on the 
part of the conunerciil hanks are lo lie for real and jnstified 
wtiTOTeTOWts anfi nte to he eonfiMctevi \hTooah the C«itra\ 
Bank These drastic powers are, howerer imiveihroents on 
trade and should not usually )>e adopted The exchange stability 
should he secured be the Central Bank throngh its c^it pohej 
and not by direct intcreeotion in foreign trade 

In cases of other Central Banks abo which are under 
an obligation to issue gold on demand, foreign exchange deal 
ingi. arc permitted This power « necessary for efficient 
Central Banking, and should not be exercised by the Bank 
purely for profit Snaking purposes, hut only m so far a* it is 
essential for the due discharge of the duties of the Bank The 
reason why Banks which baee to provide gold should he allowed 
to deal in foreign exchange is to confine gold movements to- 
marginal need* and to settle foreign obligations which cannot- 
lie adjusted in other wavs If hilb payable in London or ^en 
lork are remitted in paymtiit exchanges con be kept wathm 
gold points This power lo deal m foreign exchanges enables a. 
Central Bank to reduce exchange nuctuations to the minimum 
and to promote the stabilitv of business and exchange and 
further, the u«e of gold can be economised Ihscretion is 
necessary in the choice of foreign aj>set3 and in tins connection 
the gain, from interest on foreign holdings as compared with, 
holdings of gold at 1 ome should not be the only consideration 

Bill discounting is another important fnnction of a Central 
Bant Continuously maturmg bills should he kept by the 
Bank A biR reveals to the expert the obj'^ct of getting finance 
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and the Banh can dtstm^oish twtwecn genuine and specnlallTO 
nee<!s It u for a definite amount and has a definite date of 
matnrifj and therefore, a Bmk can regulate its pnrchasei 
according to need« At inatimt> it js bound to be paid with 
cash credits and advances It bears rainv endorsements 
and becomes verv secure and possesses the quality of free 
convertibility into cash 

A Central Bank shonid not rediscount all kinds of bills 
indi enm natclv Tlie bills shonid be such as are drawn to 
obtain fnance for genuine commercial purposes and ahonld 
not be mereh finance or accomirod ition bills The 
fom er are self liquidating as the sale of the commodity provides 
funds for pavin** the bill The Bank shonid also rediscount 
Govfmment securities of short currenev as Treasury Bills 
pre^erfed hv third parties bnt there should be a limit on the?e 
ojierations as IS the ease with Central Banks m Belgium and 
Chile If thtre is a legal li/rit to the power of the Bank to 
redt count «hort temi guvcrtimcot fcumties the Bank u m 
a position to pul pre^^ore on a Goacroment pursumg an 
improvident course of Anaoce to return to sound practice 
In the case tl lapan the bnut of rcdi coanting of Govemment 
seinritic^bj the Tank m decided cve^^ ten days bv the 
ilmiQi trative Board of the Bank subject to the apjroval 
of fie ’Mioii'ter o' Finance This govcrtimental interference 
IS not sound Tins prol lem is treated at hngth in the Charter 
of the Bank of Greece 

\* regards the malnnty of biDs aeccptancca etc., 
eLgfble for rrdi«coant the consideration of bqmditj should be 
k( 1 1 in view and onlr short Um p-iper should be reducounted 
The Bank Lows in various einntnes u^uallv take a period 
of 00 dais matnnti as making the paper eligible for rediscount 
iBg In Ifalv Sweden and /Vn enta the peno'I is four, six 
and tune ironths respettirely In the latter ease account is 
tsken of tfc time necessarr for banesting and marketing 
of agricultural produce 

regard to tecunty, Cmlnl Banks usuallv require 
a muuimmi of two gool siguatarcs and in countries like Austria 
-Germauj IJungan, Belgium and BulgarU three Bignaturcs 
arc the miiuniinn nqturcil atcording to I^w In many cases 
■diHretion is given to the maaagenieot of thi. Bank to insist 
on a tlurd signature or not Id some countries England 
for example, rediscounting u possible only If the paper bears 
the cndorreimnt of a back of the country in question 

The pnrtiplcs applying to discount al«o apply to other 
Joan ojitrations of Central Banks The advances should be 
generally for short penods and three Taoalhs Js the hmit 
in case of most of the Central Banks and conUnuous and 
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Sndiscriminatp roneTals arc avoided Unsecured credits should 
Dot be gnnted by a Central Banh and for this reason the 
charters of most Central Tanks deime the classes of collateral 
as ebgible for loans The security should bo readily saleable 
avithout losp in case it is to be redeemed Precious metals, 
stock e-ichange securities commercial hills payable lu the 
home niarket and foreign cmrencics and bills payable 
else^\hero are tlie usual classes of collateral securities accepted 
hy Centril Banks 

Central Ranks shou’d not grant advances against mer 
chandise ft function which pro|>erlv spealang falls within the 
sphere of commercial banks Soch advances are excluded under 
the federal Peaerve i^>8tem and m the case of the Keserve Bank 
•of ‘^uth .Alripa but are permitted by most of tlio Furopean 
■Central Banks (Kiseh and Ftkin Central JSaii/s pp 132 133) 
\s means of creating cmlit Central Banks should prefer redis 
connting to loans and alvances from the point of view of 
security, bqmdity and negotiability and they should 
•exercise their moral pressure to stimulate the creation of these 
■credit instniments Various modem charters ennUm provi 
fions for promoting the use of bills and for creating credit 
against th« altetnatvve of tvdvances against collateral •Muiities 
In ease of the Central Banks of Austria llimgary and Cz®cho 
Slovakia the provision is that if the total loans of the Bmk 
•exceed the total bills luld the rate ou advances is to ho raised 
to one and a half times the discount rate 

As far as the deposit business is concerned private deposits 
from the orilinary public si oul I not be accepted bj the Central 
Banks Only ihel ederal reserve \ct definitely forb dstluscourso 
and the ‘Vjuth American Keserve Banks arc allowed to receive 
8urh deposits In anv ra«ic interest on sucli deposits should 
not be pail bs Central Bank* because if it is done it will 
Irf an additional claim on the incoiue of the Bank which mar 
take nsks in order to earn profits The payment of mtercst to 
eu«toii PFS shoul 1 therefore be prohibited Tins is the case 
with the Peichsbank and the South \fricaa Reserve Bank 
V Central Bank depositing funds at another Central Bank can, 
however arrange with the. latter for the remunerative employ 
ment of these deposits This is n«r the same thing as interest 
jnj ment on ordinary dciwsits V Central Bank must maintain 
a sufficient proportion of itsftosets in a completely liquid state, 
buf it does not follow that its total credits with a foreign 
•Central Bank should not be remunerative 

V Ccutril Bank slould also provide facihties of currency 
and credit for the needs of internal trade and should also set 
11)1 an expeditious and ctononueal machinery for the clearance 
■of drafts and sctlleincnt of mtcmal accounts A Central 
Bank holding the balances of commercial banks is specially 
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fitted for thus task and amngements for tlie Bettlomcnt of debts; 
by cheques dniwii on the Central Bank by the m'^mber banks 
do exist in sfTcral countries 

A Central Bank fhonld alo rcj^late the aupjilr of token 
cnrroncj which should be issncd by the State throiiyh the 
Central Bank Token com should not be issntd directlj by 
thi ®tate as this might prejudice the position of the Central 
Bank as Currency kiithorits There are provisions to this 
effect in the Jaw cosermns the National Banks of Czechoslovakia 
and Bulgaria and aUo in the case of the Bank of Chile in n 
modifmi form 

If a Central Bank receives deposits from pniate customers^ 
the Latter will naturallv look to it for carrying out financial 
and other transactions on their behalf which arp iLsually earned 
on by commercial banks Tins is not the buAimss of a Central 
Bank lut if it IS done, tlie Bank should not incur risk It- 
t-hould not, for instance purchase stock exchange sectintips 
for the private enatomers without having previonslj recovered 
the od\ anee lo respect t hereof The pros uion in the Bcichsbank 
Ijow amounts to something like the above 

brrrjAi Ilr-smcrioxa ox thf UcxiMsa or a 
CfN-ntAt BlMC 

restrictions must !k> imposed uj*od a Central Bank regard- 
ing Its proper bnsioess m order to seenre the masmiitm of saletr 
and liquidity of its assets The business that it is to earrj 
on must be i)resent»od m unambiguous tern s and In addition. 
It should lie expres^U debarred from carrying on any business 
that IS incons stent with Its primary duties Tins relives 
the Bank of tfie mk of pressure lo eiritcli Its powers In a way 
that may lie incon«uleat with stabibty and its respon«ibib(ies 
as a I cstrve Bank Tlie main restnetionv should In as 
Ixlow — 

(1) The Central Bank should not accept anv interest 
in a commcrnal undertaking and In S»uth Afnea, Bulgana, 
lathuania, Czechodovakia, Belgium, etc, the Central Banks 
are dibarrcil by their ronslitniions to liave an interest m 
comnercjal uodcrlaViags The National 1 luh of Bnlirana 
was required to free Itwlf of romnwirwl commitments and 
it was on this condition that the I/eague of Nations was prefared 
to grant a*.«i*ianee for the rehal ilitation of the linane^ of 
thecoun'ry IfaCmtral Biak mav on r«rtam occasions be 
comjelbd to lake over the eommrrcLal a«s<ts jbiljp'd bv a 
borrower, tl c law sho d } lav down tl at the Tank should sell 
snrh aiaets will in a stricllv I rrited j'cnfHl 

(2) A Cen’ral Tank abonld not boll frertoil protwrty 
I-eeau,. It l» n„n bqnbl »nd may have senoa* fluctuatioas 
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in its Tilue The Statutes m the cases of Germany, Sonth 
Africa, Belgium, Poland Chile and Czechoslovakia exclude 
freehold property from the category of permissible investments 
except if the property is required for the purposes of the Bank’s 
■operations 

(3) Ordinary commercial inyestments and long term 
Government securities are also liable to depreciate and shonld 
not, therefore be held as Banks investments Only short 
term Govemn ent securities should be held b\ the Bank The 
Soith African Bosorve Bank, for instance can deal svathout 
limit in Government sm unties of not more than six months 
currency but it cannot invest a sum exceeding Ps paid up 
capital and re«erve in Government seciinties of tno Tears 
maturity 

(4) No Central Bank should make unsecured loans or 
overdrafts and provisions to this effect exist in the constitutions 
of the Banks in South Vfnea, Bulgaria and Chile 

(o) V Central Bank should not lend moiiev on the security 
of its o^-n stock because in case of default by the borrower, 
the stocks will come to the Bank and it is virtually equivalent to 
the reduction of lU capital 

(0) k Central Bank should not ordinanh borrow m 
the domestic market because it can increase its cash assets 
and diminish the anpplv of funds m the market bv selling 
securities and bills It should also not have recuur&o to 
external borroiving to provide assets against which notes mav 
bo issued beeausn forvign assets an, balanced b\ a correspond 
ing liability to repay in foreign currency The use of external 
credits as a basis to create a further Lability in the form 
of notes IS consequently undesirable The Bank of hngland 
and the Bank of Franco have on occasions borrowed money 
abroml but t}u5 was willi a view to irovide the stabihty of 
eiirreney Tlio Bank of England borrowed m Amcnea m 
l92o and in America and Irance in 1*131 But foreign borrow 
log for such purposes should lx. raided on h'^half of the Govern 
ment and the proceeds place 1 at the disposal of the Bank 
Co OPFPATIOX BBTWXEN CENTRAL BANKS 
riie creation of a network of Central Banks opens the 
door to greater opportnmtjcs of ren lering help to industry, 
trade and commerce The Financial Commission of the Genoa 
Conference in 1922 stressed the importance of continuous 
co-opcration between Central Banks which would not in any 
manner hamicr the fnelont of the vinous banks Event* 
sjnee thin have TPinlorceii the nteesaitv of co-opesatMTi and 
if there was ever a time for such oincertecl action on the part of 
Central 1 anks, it is now 
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In recent years business relations Iiare been estabbsbed 
to an increa’ins extent betwwn the Central BanVs in Knrope- 
and America A tinrober of Centnl Hanks keep accounts wth 
nthf r Central Banks to faculitsto Internationa! payments- 
betiveen Governments m the form of debts and reparations. The 
Banks keep themselves in touch with market conditions and 
can make the transfers with the minimum of disturbance. 

In the post War fieriod the demand for capital on the 
part of ccrtun bflli'torent countries bag exceeded the capacity 
of the internal markets and borrowuiits have been raided in 
foreijm centres Tliese loans leave bcliinil a burden of interest 
charges and sinking' funds w hich, if not properly controlled, may 
become a danger to the currency stamlarJs of the borrowing' 
countries and a breakdown m the credit of the borrowjnw 
country would destroy the conddcncc of the lending countries 

Gold movements and exchanges have effects not only on 
the discount poUev m the internal markets, but aUo on that 
in the external markets and to avoid disturbances and break- 
down constant consultation between Central Banks is necessary- 
Further, the progressive restoration of the gold standard in 
the post Wat penod was made possible to a large extent by the 
co-operntion between Central Banks and an illustration of such 
a co-operation was famished when a scheme was promoted for 
therebabilitatioo of Belgian (ioance in w huh the Central Banka 
in Hngland, France, Germany, SwitrcrJand, the U 5.A and 
Japan participated The varions schemes of corrency refomis- 
fostered by the League of Nations presupposed such an ioter- 
national co-operation between Centml Banks 

A striking opportunity for international eo operation is 
offered by the practice recognized in varions modem charters- 
for treating foreign assets m stable foreign currencies as equal 
to gold These assets serve the basis of and a cover for nofe- 
issne This is the case with the Bank Chartera in Austria, 
Hungary, Belgium, etc Tliese countries have a direct inter- 
est in the stabibty of the foreign cnrrcncies which they 
have recognired as a cover for their own note isanes and this 
has also placed a very serious responsibibty upon those foreign 
countries whose assets have bwn treated as cover The- 
credit policy in both classes of conntries lias to be conducted 
on safe and sound lines which presupposes co operation between 
their Central Banks 

Tlie smooth working of the gold standard was entrusted 
to Central Banks which conid regulate the monetary 
demand for gold in accordance with the available supplies 
without forcing a senons departure from the existing level of 
gold prices It was expected that they would refrain 
from engaging in a scramble for gold which would not 
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bo m the best interests of any country This es^iectation has 
not boon fulfilled and there has recently been a great scramble 
for gold forcing most of the countries off the gold standard 
The Gold Delegation of the Fmantial Committee of the League 
of \ atiODs hai e in their final reiiort pointed out that the break- 
down of the gold standard has been mainly due to this scramble 
for gold and they have 8tre<«sed tho necessity of a return to the 
gold standard This requires the raising of the price level 
and concerted action on the part of Central Banks is esceedmgly 
necessary The present econonuc lUs of the world are largely 
the residt of enrrenov md monetary disturbances and the 
situation can be changed for the better only if the Central Banks, 
backeil up by the respective governments of their countries 
shov a spirit of harmomons co oi>eration Tlus has so far 
not been coming and a aery striking proof of this fact is tho 
failure of the ^\orld Eeonomit Conference which had raised, 
high eriiectations in the minds of people 
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Amencan Banking System 

rmop to tJ e LnUM States of AmenM farnuhed the 

most imiorlant example of a «!e«nlrali*wl hanktns syitem 
but the Federal I’ej>crTe Act which was pn^cd in 1913 and 
put into operation in J9ll chanced the system Into one ’^kidi 
can partlv Ijc called as ccntrahied and partly decentralized 
shall becin first by descnl me the srstem as it existed prior 
to the pa»»ine of the >cd« ral i cm ttc Act in 1913 and hr point 
inp «ut itft deleft* and then wo shall describe the new arrange 
menta made under the Act 

There were in 1912 approxiniatelr 30,000 banking eatab 
li*hnwnts of which about -■•OOO were banks whose buamess 
was whollv or partlv of a eonmurcial character Their bnsi 
ness was chiefly local m character and they were mostly owned 
by the residents of the communities in which they were locat 
«d and there was bttk association except among the big 
banks tbrongh tin. clearing hou»e uTganiiation Being 
without effective leadership, the banks did liy no means work 
in co-operation the dangers of which were very scnoiu speci 
ally in times of threatened panics 

The defects of the old banking system may bo convenient 
ly growpetl under four heads (I) decentralization of re 
senes (2) inelasticity of cnalit (3) defective evchange and 
transfer system and (4) defective organization as regards 
Tclation*lnp with fevleral trearorv 

(1) SeaUfrtd PeierreM — ^The most aenou.s feature of the 
aystcni was the scattering of reserves Ml these banks kept 
separate cash reserves of their own upon which thev depended 
in times of necessity, and these reserves were very substantial 
ID amounts In addition to the cash in their vaults most of 
these banka had deposited reserves wnth other banks which 
they could count a.s part of their legal rtsorves and they also 
bad secondary reserves, i e funds invested m securities and 
can loans which were supposed to be very quickly realizable 
in times of need In reablv only the ca<h reserves were real 
reserves m the sense that fbev could he serviceable jn times 
of a run on the bank The deposited reserve was merely a 
deposit m some other bank which the depository bank com 
monly loaned out on the stoiL exchange and against which 
It held Its own reserve Thus the deposited and serondary 
re«crTe8 could be called back only to the extent that the atoefc 
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exchange securities could lie sold which was hy no means an 
easy matter m times of panics They ronld be sold onl\ at 
greatly reduced prices which meant lieavy losses Thus in 
times of danger only the banhs own cash reserves could bo 
counted as solid nicaos of rapport and, therefore, they had to 
be maintained at a very high level 

Furtl « r, each bank guarded its own reserves very jealous 
1> in times nf panic and did not come to tbo rescue of other 
banks In aggregate the»e n serves were very large, but 
being scatteJid and immobile they were absolutely inefTectiye 
in allaying the panic To be effective, a country s reserves should 
be concentrated mainly in one reserve or in a few central 
reserves This was not the case m Vmcrica then and there was 
no effective way of quickly bringing them together to meet the 
situation 

(2) Inelastmty of Credil — \nother set of defects m the old 
banking organization was the inelasticity ofher credit mechan~ 
ism In a country like the U A where agriculture is an im 
portant industrv, tiiere are very important seasonal ductua 
tions in the amount of money required k good banking 
system is one which has got the capacity to adjust the supply 
of its deposit currency and of bank notes to changes in the 
demands of trade and commerce It mnst be able to increase- 
the currency when more of it is required and must bo equally 
capable of contracting cnrrenei when the demand decreases 
Judged from this point of view also the old American banking 
system was verv mefRcient 

The national banks were allowed to issue notes on the 
sectmtv of government bonds But they could not is'-ne notes 
for a larger amount than the par value of the bonds More 
notes conid be issued b> purchasing goaernmeat bonds of the 
same amount The note issue could not be increased without 
investing an equivalent sum of money in government 
bonds But when business was brisk and the demand for 
monev was great, the bonds were cold at a jircimum and the 
banks had to pay this premium which wijied out largo profits 
on tlie note issue Consequently, the banks issued more notes 
when the bonds could be purchased at par or below par which 
was generallv the case when demand for money was alack and 
cuTToncy was already m abundance Thus the expansion and 
contraction of the bank note arculatjou was not as it should 
have been m response to trade lemands but it was in response 
to the pnc( of government bonds As the prices of the 
bonds rose wl en there was on mcrease m the demand for enr 
nncy, the banks avoided jurchasing them and the currency 
in circulation did not increase wlequatelv The prices of the 
bonds on the other hand dedmed when business was slack and 
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the ciim-ncv -was alrpaflv abnailant The banVa ptir 
Ijoncls at surh times aoil usaed more notes Thiw there 
■was a sort of inyorsc elislicity and the banV note etmua 
tion conld not rope ssith the eitnation 

The diyx sit credit was al*o eqaallj* inelastic The Central 
PfscTTP and the I oserre Cit\ Banhs were under t lejral ohli 
pation to keep a re«er%o of -5 per cent m {.old ajalnsl tLeir 
dejKjsit oMi'^tions enbjvct to clieqnes and the countrj hanw 
had to krej* a reserre of 15 |<ercent a'’ain$t their ilemand. oMi 
pntiona giibjett to ch**!*!*' In times of mcreasinj; liusmess 
acti' itT tht hanks c^inld not pran* loans to their regular ciL«to 
me'^ and could not create deposit* hr duconntmS commercial 
pay>er l>i‘caase ther ha<l to keep the minimnm I‘*{>al reserve 
Tl f r<tfi<conntinp hu*ituas was almost nepliijible 33<l there was 
no central institution to do this business for the bints 

As a result of the erwht inelitsUcity, tlere were rery wide 
and frequent flucioations m the nte of interest for short tem 
loans and the Attiencan moner market was notonons for t^ 
itate of affair* The bosincssmen and the farmer* iTiffcred 
very mneh for thu risnditT of the ereslit STSleto The fanner* 
auflered a great deal of lo«s Wcaose they had to sell their staple 
crops largelr at a tune ot talbop pnees oumg to Ihe money 
market being tight and abo because they Jifld to purchase 
their supplies at a time when pnec* were high on account of 
tie money market heing e^c 

{^) Deftrtice Ktchange <i«d Tranufer S^ttfm — Vnother 
jrroup of d^ects in the oJJ American banking svstem Hy in 
certain cumbersome features in the iJomestic and foreign 
rnechamsin of exchange t\ith regard to domestic mechan 
inn, it mar be sa d that money wa* irantferred by sending 
cheques to dilTeient and remote places and most of the clear 
mg bonsc? unpo«ed charges for collection, but others did not 
impose ans charges and therefore a practice Rr“w up to 
rend the cluqncs through round about and circmfous routes 
to avo d cleanng charges One senons defect of this practice was 
the pa^lding up of legal reserves The competition among the 
Jarge city hanks bemg verv keen for the accounts of the 
•country banks, the former allowed the latter an immediate 
credit for the«e ont-of town cheques But thes» cheques s%ere 
-collected by the city banks after a numlier of davs The 
■country banks, however, counted them as their legal 
reserves with the city banks as soon as the«e cheques were sent 
"by maO. The Bc«erre City Banks i>ent some of these 
-cheques to the Central Peserve City Banks and counted 
■them as Peservea os soon as they were mailed 
HTnis the same cheque served as reserve at two or three 
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different b'mks and probably in the end -was returnwl 
^thout bemff honoured by the drawee banker 

A second defect of the domestic exchange was the tronble 
and expense incurred in sending money from one place 
to anotl er for paying tbes cheques The seasonal demands 
arising at different times in different places were responsible 
for 'ending the shipments of specie to and fro ’ivluch meant 
much unnecessary expense 

Hesides there were foreign exchange difBcnlties also The 
Americ‘'n foreign tn le before the War and specially that with, 
the Orient and fVjutli America was largely financed through 
the Fnglish monev market Thu excessive dependence upon, 
the I ondon monev market was i1 sadvantn^eous from the 
point of VKW nf \n\enca in two ways Firstly it gave rise 
to an additional foreign exchang operation svhich implied 
greater expenditure and risk an 1 secondly the sending of the 
documentary drafts through foret'Ti banks gase them an m 
«ight into the state of tl e foreign tusiness of America — infomia 
tion which was taken alrantage of by Americas competitors 

Rt ArPORTIOMirxT OP TllF TREA^PTIT Ft SPS BDTW^iE^ 

Sun Trewurifa and Banks 

The funds of thcTrcasnry were j artly kept in nme snb- 
trcasnries and partly in some of the national banks The 
task nt apportioning tle<!e funds Intiiecn the sub treasoriea 
and the banks and among the tanks was entrusted to the 
Secretary o' the Treasury Tins sjstem was defectire m four- 
important rest eefs (1) I arge sums of money wore I omled 
in the treasury which mvolreil large amounts of adimnistra 
tiTo expenses (’) At the time of receij ts from income taxes, 
etc, laige funds were witblrawn from rirculation which 
inyohed a contraction of curremv but at other tunes the dis 
bursements exceeded receipts when there was a sadden increase 
of money into circulation Tl is state of affairs brought about 
avide fluctuations in the interest rates on call loans and m the 
1 nces of specul-tive secnnties (3) The task of apj ortion 
mg these funds between the sub treasuries and the bank' on 
the one hand and among the national banks on the other placed, 
a great power in the hands of the Secretary of the Treasury 
Thus the control and power of the goTemment official over 
the money market were very great — a task for which he was not 
well snitctl (4) Tlio aanons denository bants relied too 
mnch upon the Secretary of the Treasury for help in the form 
of goTcrument dej osits in tunes of emergency and financial 
pressure 

To remove the above mentioned defects the Federal Re 
serve Act was pa«sed on December 23, 1913, winch actually 
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AH tho m»tn!“r bmi* of n JVlira! Jlisofra HtnV nri" 
diTi.lnl Into tlifo* ct3*«'« afoonlltiff to lh«Ir rapilal Tli*"^ 
mtT Im‘ mllr'l trroui* A tnnkv croup Jt bank* and croup r 
bank* Fvh CToop Iu*n*^rH an o*luil numlx»r of Irani* l^ol* 
cmiip ilrrt* t»» (iifvotf.f* on Ibo bvit of ‘ or** tank, ono 
rot*. pnnrl(!o flno of th*-*** dlnctor* rrpn.’rnt* tlo itrirk* 
hnMins bank* afid tlio oihrr the luinr** noiinmnitf. Tlifw* 
dlrrclof* on 3ni'»>int<xl lif tli.» J-wIml lirtirro aiithuntb^ 
at 1\Mlitft2ton to nrn*«*nt llw* corrmrrrnt and tho crnrral 
pubb( Onr of tlir** din** tors oppointwl br t’li* Inlrml 
lie*, rso ISuarl ii tb*is’>a>rman of tiu board and {g kunirn a* the 
F**d(*ml lUiM r*t* tfftnt Tlio Ilotnl thm onn*iF» of mno incm 
lion Mcli boMlns f Hlro for tbrro jrars and tJit* Bonn! Is ropn* 
arnlatiio of all interest* anrnns Ibo publir Tills llo*iril Is 
tbi* p)T<njinc of tlr Fcdtrol Itt^nrri* lUnks. 

All lb**** \2 bank# arr under the conlnd of a Control 
Roanl at tkadinjrton kDown a# tho Jtcorso Boanl. 

It consMtd of «?lit niomlN r*, two of «bom borne Iho bom firr 
•of the Treasury and the Controller of tbe Curreury *k1io are 
rxojfino member* Six members are apiKuntctl by the Frou* 
dent of the U b A with tbe e«n«ent of the Senate’ These tlx 
member* ref resent the floanml, agricuUnrol, coinmercul nnd 
industrial interests of the country. Tlie S,*<.ret.»r\ of the 
Treasury IS the Chairman of llie Ilo^ 

Tb» Board i* assisted by a Feileral Adnsory Council of 
12 memlKTs, one membtr biloc appointed by earh lederal 
Jteserve Bank In tin* aaj adnumstratne centroluatlon u 
iecure«l a-ithout depnsins tlie country of the benefits of inde- 
pcndcDt banking unit* The Federal Keserro Hoard is the 
^iirectmg Lead of the system and lias large powers. In this 
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^\ay all the 12 banks are federated together This coupled 
>\ith the pronso that the Federal IteserTe Board appoints 
three of the nine directors of each Federal Eeserve Bank and 
the latter appoint tlie 12 members of the Advisory r-onncil 
secures the utmost unity of purpose 

One of the defects of the old system was the lack of central- 
ization of reserves Fnder the new system reserves were 
concentrated with the Fwloral Reserve District Banks ^U1 
the member hanks were rcriuired within a certain period of 
time to keei» their legal reserves witli the Ftalcral Eeserve 
Bank of their district and to withdraw thtir deposited legal 
roseraes from the banks of Ee cne and Central Reserve cities 
The member banks nnv kiep as little or as mnch cash on hand 
for fill money as they wi«h and may keeji their balances with 
other hanks if they liki but tl eir legal reserves must be kept 
on deposit m Federal Reserve Banks Fiirtlier the jioricnt 
age of reserves against demand deposits was reduced from 
25 per cent andlapcrcint told per cent 10 per cent and 7 
per cent m case of Central 1 e«en<. Citv Banks Peserve Fjty 
Banks and County Banks and to 3 m cast of time defiosits 
The Federal Pesctvi. Banks do not keep all this in their vault* 
but invest it in short term loans By la" they are required 
to keep 35 per cent against de|Ki$its 

These Reserves concentiateil at a fe" plates create con 
fldence among the people tint the latter can have money on 
demand T'l s confidence will induce them to leave their 
deposits with banka liocaiLoe thev know that the> eon get cash 
whenever thev like In addition to centraluatioo niobihtv 
of restrves is an important quMitv and the ledenl Reserve 
bystcir Ins created macliinerv for acfuevmg tins object also 
Tlie mobilitj of reserve monej was incnased bv the Federal 
Reserve Law in three wajs Firstly, money could be tnns 
fomal from one place to another iLroivh the rediscounting 
device 1 ormerlv, banks did not come to the rescue of each 
other and held fheir reserves tight in emergency , but tho 
federal Reserve 3ct author zed the Federal Reserve Board 
to permit and e>en tompci a Federal Reserve Bank having 
high reserves and low demands to rodLvcount the commercial 
paper of other Fetloral Jtcstrve Banks where demand was 
exceptionally heavy at reasonable charges Thi3 means a 
transfirencL of money from tin resents of the former banks to 
those of tbt latter Btcondly, money could be transferred 
from places of redundancy to places of gcaratv through 
open market operations The Federal Reserve Ranks were 
authorized to have dealingswithootsidepubhcas well in addition 
to haviDg dealings with their members which wero banks only 
These dealings w ere allow e«l with a two fold object, to* , to make 
the discount rates of the Federal Riserve Banks ellectiv e and to 
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-illow these Federal Fe«en-e Banks to profitably employ their 
fnnds when memlH’rs made few cmUs npon them These deal 
mgs with the outside public are known as open market open 
tions The Fi-denl reserve Banks conld purchase or seQ in 
the open market bills of exchange, bank acceptances, and other 
•commercial paper ‘'Bf h dealings would cause a flow of reserve 
monev from the district of the buver to the district of the seller 
for the former had to remit money to the latter Finallv, a 
broader iliscount market for eoromercjal paper, e o , trade 
acceptances and hank ncceplancea was sought to be creat 
ed The seller of the poods could take the porehaser s or his 
hanker s acceptance in payment of his goods and get it 
^lisconoted at hts own bank or with other banks m the market 
‘'Hch commercial paper would flow from places of high disconnt 
ra*e3 to tbo«e where they were relatively low and money, 
therefore, would flow from the latter to the former places 
In the«e yanous ways mobility of funds from places of re 
dundancy to places of scarcity was securecL 

Credit elasticity under the new system increased both 
■with regard to note issue and deposits subject to cheques A 
■noteworthy feature of this \ct was the creation of an additional 
form of note currency secured by first cla«s commercial 
^ere were three clas’csof note issue (1) The \aUonal Jtatil 
Pond &ecvred \o<es— Tliese were the notes issued fonnerly 
by tbe National Banks and for wlucb the L S A Ooyeminent 
Bonds of equal face value were held as security It was at one 
tunc suggested to eliminate them completely, but this would 
have meant a great and sudden rontractionof currency and aL>o 
a loss to the banks as the value of the bonds which they were 
holding would hare [alleD very much Hence their retirement 
W'lS to be aflected gradually ('*) Federal Rtf me Rani ^ o'ff — 
They were merely bank notes of tbe old type issued by the 
Federal PevTve Banks instead of by tbe national banks and 
they were feenred by a specific depont with the United States 
"Treasiiry of bonds or of certain short time obbgations of the 
government Thev began to have increasing importance 
after they replaced tbe sflver certificates and silver dollars m 
-circnlation But since 3 920, they began to be replai^ by silver 
certificates, for tl e government again began to repnrehase 
silver from that year (3> Federal Reseree A oUi—Jt is these 
-notes npon which tbe reserve system places its sole reliance 
for bank note elasticitv They provide absolute elasticitv, 
Jor they are is«ned on the strwigtb of commercial paper If 
member banks of any section require an mcreased supply of 
ennenev to meet lo<^ demands, they ran rediscoont eligible 
paper with their Federal I cserve Bank and take the jiroceeds 
ninuf disconnt m Federal Peaerve notes If tbe Federal 
jlescrve Bank has not got a sufficient supply of these notes, 
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Jt can deposit the rcdiscoanted paper with the Agent and 
-obtain an additional supply of these notes So long as eli 
gible paper is ftTailable, an additional quantity of these notes 
■can he secured But these hanks must have normally a legal 
^old reserve of 10 per cent of the face value of these notes m 
■order to ensure tbeir convertibility and to prevent over issue 
In tunes of omei^ence, however, to secure elasticity the amount 
■of this legal ri serve can be allowed to fall below 40 per cent 
provided tlie Federal Reserve Board gives its permission and im 
poses a graduated tax uijon the amount of the deficiency In 
•addition to this, to meet estremo emergencies tho Board has 
the authority to dispense with for a period of 30 days and to 
nrenew such suspensions for a maximum of 15 days from time 
to time any reserve requirement specified by the \ct TUas 
■the quality of expansibility of their volume is ample 

Tlie povicr of contraclibility also is equally effective 
Where the demand for surplus notes falls, they will be deposit 
ed by the public in their banks but thev have to be sent by 
the banks to their banks of issue No Federal Reserve Bank 
•can pay out notes issued through another under penalty of a 
tax of 10 per cent upon the face value of notes so paid out 
Further, the Federal reserve Board has the authority to charge 
■such a rate of interest as it thinks proper on Fedei^ Reserve 
notes which arc not covered by gold or gold certificates These 
two desires ensure the contractibdity of the surplus note cir 
■ciPation Thev are not legal tender and this fact is aUo respon 
siblo to some extent for tho retirement of the Federal Reserve 
notes -when thev become redunlant 

The elasticity of dcpcit currency also -was very moch 
-enhanced under tho new svstetn Tho old rigid legal reqmre- 
ments were dispensed with and much less rigid ones were 
inserted in their place The national banks may keep 
as little or as much as the} like m their vaults but they must 
keep their legal reserves deposited with the Federal Reserve 
Bank of their District Tho latter were to keep 35 per cent 
agamst their deposits , but in emergency times, they might not 
keep even this 3a per cent provided thej paid a graduated tax 
upon the amounts by which the reserve requirements against 
deposits were permitted to fall below the level of 35 per cent 
Such loans would be costlj to thelending bank and tho borrower 
as well and, therefore, only genmne transactions would be 
financed with their help 

The most imjiortant device under the new system for 
securing the elasticity o' deposit as ivell as bank note currency lay 
jn tho wav in which loans could be granted to member banks by 
their Federal Reserve Bank Foods so borrowed wore to be 
left with the Federal Reserve Bank to serve as legal money 
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for tl e mmtx^r banlis G«J*Tanj’8{»enkin? th«e loans made by 
tie Federal I Pierre PanXs to thPJf meinber bants are ol tao 
tv{>p« redneotmts and loans on collateral Sacb yrowions 
w^ere inserted in ticket wl ich permitted the reiliscoantmj; of only 
ihe 'ir«* class commercial paper The paper mo-st not be for 
lonz penols and must be ba«ed on genuine mercantile trans 
actions Collateral loans are loaas gruited by the Federal 
I p^ervf T ants to their member bants on the secaritv o' the 
latter s -o lateral notes eg notes drafts TilLs of exchange 
bai t s ooccptances and bonds or notes of the F-S V- etc and 
thc-«e collateral notes must not exceed lo days This derice was 
to grant short time loa'is to m^rober banks when the latter wer» 
re'iKfant to redi«cotint their cu«fomera notes for the pnrpo e 
Th contraction of deposit cnrTener was cnsnrtd by the pressnre 
of I igh dL'CQOnt rates and of the pradnated tax Thu conpled 
nith the stringent conditions pLsced bj the Federal Pe«eiTe 
anthorities on redueoanting when market was ea«> would bring 
oat the necessary contraction of deitosit enrreacy Bnt of 
Course a great respons bdity lar on the Federal re'crre Board 
in thu respect 

The domestic and foreign exchange bnainc'S al«o under the 
new arrangenent imprornl to a great extent. ^Mien 
the country tenk-s conll n>f count as Itgal re«erre the moner 
di-posited Lt the latter with the former thes would not keop 
It there The citv banka which n«ed to collect the cheque* 
of the country banks woold not collect th^m now and moreover 
ttey would compete with the country banJ^ for some of thoir 
very tifoftable bn«iDea3 ObnoB»ly if the new Federal Pesefve 
Banks Were tc displace the city hauls as the holder* of the 
Country tanks dejonted reserves thes si ould al=o perform for 
the cotmtry banks the service of collecting or clearing their out 
of town el eqoes Under the new svstem the eleanng and collect 
mg of cheques of their member banks anl of such non member 
banks as were members of theeWnng srstera would be done br 
the Federal Vf'Crve Banks The law requires the Federal 
Besene Banks to reetive on deposit at par from member 
banks or from Federal Pe«trve Banks cheques and drafts 
drawn upon any of i*s depo iiors and when remitted by a 
Federal Peoerve Bank cheques and drafts drawn br any 
dei>ositor m any other Federal Pewrre Bank or member bant 
upon funds to the cn-dit of tl e said depositor m the said re'erre 
bank or member bank, 

Thns every Federal Peserre Bank -pf-rtorms the /nnctions 
of a clearing bouse in its diatnet for member bants and qnab 
fied non member bants knowu as clearin'^ member bants 
It mnst receive at par from such banks cheques drasra on all 
other member and eleanng member banks and such non member 
banka who agree to remit at par cheques throngh their Federal 
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l?eserve Bnnk All banks belonging to the clearing svstera 
must paT at par cheques upon themselves vrhen pre 

acnted through a Ftderil reserve Bank The cost of collect 
-ing and clearing cheques for member and clearing member 
banks la borne by the Federal Peserve Banks As a com 
■pcnsation tliey piav require their customers to carry larger 
balances or they may treat tlus expense a? a sort of advertise- 
ment 

Under the ol 1 sjrtem there was another difRcnlty of send 
in" shipments of specie to and fro as required by seasonal 
•demands I nder the nevk arrangement a largo proportion of 
•eurrenij shipments 19 avoidnl by the creation of the Gold 
Settlement Ihind and the Fe«leral Reserve Vgents Fund 
la err Fedeml Besene Bank has lo deposit with the Treasury 
•or the ncirest sub treasurv of the US t for credit to the Gold 
Settlement Itind at leavt $ 1 000 000 m gol I an 1 m addition 
an amount at least equal to its indebtedness to other Federal 
Biservi Banks Tlie amount so deposited at Treasury of the 
U^A constitute* the Gold Settlement Fund This counts as 
the Federal Reserve Tanks legal reserve aUo The settle 
ment of balauees between Feileral Rcse-ro Banks is daily 
affected bv making transfers in the form of book entries in the 
books of the gold settlement fund The information regaMmg 
iransfers 1 * sent by telegrams etc Lath Federal Pe^erae A'^ent 
ha* large funds in hi* custody repre«entmg gold pledged with 
"him as leciiritr for teileral Reserve Notes This Fund 1 * known 
as the tederol Pe«eiae \gents Fond which is also used for 
•offsetting cross obligations among all the Federal Reserve 
Banks, and between any Fe<lenl Reserve Bank and the USA 
Treasury By means of the Gold Settlement Fund and of 
the other transfer facilities of the Federal Reserve Banks the«e 
banka are now enabled to make telegraphic transfer* of funds 
to anv part of the United 'States for their members without any 
charge They have also inaugurated a sya'era of Federal 
Reserve Exchange drafts according to which a member bank 
may draw sitccial drafts on its Vedcral Reserve Bank for 
Amounts not exeecdmg "> 000 which are receivable for immediate 
Availalibtv at any other Federal Pesene Bank. 

Forfign FxcJ anges —Tlip Federal Peserve Act brought 
about important niodihcations for Gnancmg Amenca s foreign 
trade al*o The ar upset the n oney markets of Furope and, 
therefore, there was a great netd for \mencan funds on the 
part of foreign nation.* The foreign trade which was formerly 
tmanced bj other nation-% t1irui.gh letters of credit under which 
sterling bills were drawn began laigelv to be financed by bills 
of exchange drawn m dollars upon banks and business houses in 
the U Tliere is a ready market for the sale and rediscount 



■>0© CV??L\CT »^D COit^EPCe 

of fomincrcial japor <Iriwn in connection mth Amencan 
forfi"Tt trale Bank ?eccp1aiiCM \rcrc in connec 

ti r with f rcjpi trade and foreijni exporter* can drafl" ^>21* 
offxt’iaP'^ upon the ^me^can importers bant* The Federal 
I t-aerve L®nk« '»Ljo e«tabbi>hpd agereies abroad and facilities 
«er Riven fo U rei«m importemlso wl o could open credits inth 
\n.en an banks upon nhich \mencan exporters vrould draw 
bd! of exchance ivhich after bemtt ncccited bv the \roencan 
bank** cf nld be «ol 1 in the diaconnt market in Amcnca Fcrtber 
the IkS-’e \rrecdrnent of 1019 an horued the organization ol cor 
pora ioi)« to tn^age in nternasiona! or foreign banking or 
ttbfr finanml oj>erations TbC'c corpontiors ojierate nnder 
the snpc'vi’ion of the Federal reserve Hoard and it is open, 
to t< natio'’al tanks to parcha»e the stocks of these cofpot^ 
tion* subject to the pmvxsion ^hat such investment should not 
exceed JO per cent of tie national banks capital and re^orve 
fnnd ‘^uch coirnrotioos are not allowed to cany on anf pa^ 
of tleir In ine«s in the L ‘n k eiecpt such as m the Fedeml 
reserve Board s opinion mav be nceessorv for their foreign 
O’ intematjonal hu mess Vs a resnl' of the War and of the 
clan^es introdnced Iv (lie Fedinl reserve Vit id the 
Vtcenran Banking srstem Vn enca is financing direftlv a 
large proportion of her fortign tr'de 

The defective orgsiuiation of the old sT'tem front the 
point of view of the Treasnrv was done awav with br the ri.«3 
mg ft the Federal pevrve Law Th" law provided that the 
genemt fnnis o( the Trvasorr exeept the five cent fund 
for the redemption of uational ^nk notts and the fond* ^of 
the redemption of Federal Fe'ene notes coni 1 be depoyteil in 
Federal reserve Banks npoo the di'cretion of the secretary of 
♦he Treasurj and the Banka were to act as Ikcnl agents of th 
United States Government for receiving res enne receipts and 
papng cheques drawn b> the latter 

The S?crttan of the Treasnrv could keep general funds 
with the Fcdiral Pcserse Banks the member banks and the 
STib-treastmcs (which were abolished in 19_1} as be lILeil Int 
the member banks could gi t tl e«e lands through their Federal 
reserve Banks upon whom tlicv could pnt forward their claims 
This look away the vast resjionsibi itv from tl e «:ecretarv of 
the Treasnrv of apportioniDR the funds among thousands of 
J.ankj The Federal reserve Banks would also be m n better 
position to know the needs rf tie various menibe* banks than 
the *=ecretary of the TreS-snir and wonJd be able to conserve 
Ike strength of the monev market bj making its rediscount 
rates effective , for tl e member banks could get ‘heir funds 
through the rediscount Jirocess The bank rate ohnoosly 
could not have been effeeiive if the member banks could get 
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funds directly from the Stcretarr of the Treisurv and neglect 
the Fedcrel Keserve B^nh3 ind tht. Federal Ile«prve Board 
Bunng the war time the government could not discon 
tmue tin policy of making ladmlunl binks as depositories of 
govemment funds because this would have distiirbe 1 the 
inonev n arket conditions Even when tl e I ibertv Bonds were 
floated iihen \merica entere*! the Great War the government 
wiseh adopted the policy of keeoin'^ these funds wi leh 
scattercnl n the banks of the eomuiimities when fhevvere 
received 

Government deposits were kept as nearly as j ossiblo m 
the places where the fimls \ ere rec ivid by the •Government 
But the work of handling these funds wi« entrusted t<» the 
Federal Beservo Banks — a duty which they discharged 
adminbly These banks were asked lo select the banks that 
were to handle the governn ent fund* to allot deposits to the 
banka in j roper amount* to cvamine tl e collater'I that such 
banks offered t* withdras funds from 11c bank as they 
were needed bv the government 

Tl e gov* rnment folios e 1 a number of dene* s to prevent 
disturbances in the \nierican money market Firstly income 
tav receipts in the form of cash deques and certificates of 
mdchtecliiens were sent *0 the Federal iteservo Bank of tl e 
Diatnet from which tl ev were received The Djtriet Banik 
after sorting the cheques sent them to the same bank to be 
deposited uixiD which th y were drawn 

k second device was to nstie certificates of indebtedness 
which wire short time govemnient loans bearing low rates of 
interest The) win paid off when tie receipts of the Liberty 
Bonis canio to the government The object of issuing these 
certificates in anticipation of liberty Ronds was a twofold 
one Tlie goveminent require I rtionev prompttv which it 
could raise through thise certiheates But it took time to get 
money on I iberty Bon Is Ihirthcr by this mean* tlie govern 
ment Biiceeedetl m preventing liberty Fond sales from dis 
turbing the money markit because it jut into circulation 
money by laying off the certificates at the same time tliat it 
sMthdrew funds from cirtulation tl rough Liberty Bonds The 
sa’e of the certificates was anoller tisk entrusted to the 
Fcileral 1 eservi Banks as was that of floating the Libertv 
Bonis The 1 edcnil Ilescrve Banks also granted overdrafts 
to the gov* rnment in times of i»re''*urc 

The hederal I e«crTe Banks dil much during the Great 
IBar It woul I have been cirremely difficult if not impossible 
to carrv tl rough the financial optrations unler the old Ame 
ncan banking sy»terr One sbnddcrs when he thinks what 
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might hare happened il the trar hM fonnd as with our forni'T 
deicntrahzed and anttqcatid banking system Think of 
pooriug the rn»is of 191-1 18 into bottles that broke with the 
criMS of 1907 ' 



CHAPTER XXI 


Recent Amencan Banking Cnsis 

Tnr Americin b\nkmg system coU^psn! m the flrtfc 
fjmrter of 'ivhicli ca%e a rnde shock to ] ublic eonfiiiencc 
This was contemporaneous with the fin^incnl crisis in the world 
which pisRcil throH"!! its worst phase betsvecn Alay I9tl and 
Tnm 1032 The banl in? pys*em« of mans countries bad I een 
very adrersely anected by the cn«i» and were workiti" wi»h 
fjreatly reduced Tohime of business They vsen« snffenn" from 
many dansonui'i legacies of the crisis as froren assets and hcayj 
inyestment loseis It smII be true to s-as that “ most of them 
had come through iin unprecedented period of striss, damag- 
ed. perhaps, but not destroyed In the first quarter of 1933, 
howcTcr, tlie collapse of the bmted States banking sjstcm 
stroek a fresh blow at nuMie eonhdenee ‘ 

'niommncausesoftbisl.ankingensisinthol ‘s V U% partly 
in the Btructural or^amration ol ber banking srstein and partlv 
111 the general cre^t expansioo which took plai e from 19>> to 
1920 It will, therefore, Ik* correct to sas that one of the most 
important cinsis of the crisis w\s a weakness in the stnic 
tural organization of the banking system A large number of 
small, local banks grew up in the country m response to the 
needs of their immetliateconsiituencies but they wen not fiillj 
integrited into any gcntril financial scslem In 1921 there 
were 29,211 banka in ojicration and the number had steadily 
fallen to 23 972 li> .Tune 1W29 and to about 17,000 b> June 
1932 In 1929, 22 per cent of the banks had a capital stock 
of less than twenty fiye thousand iloUan and ''I per cent had 
lcs> than one hundred thousand dollars , hut the total banking 
resources of these 81 js r cent were less than 10 per rent The 
2*0 lirgest banks constituted nl>onl one per cent of the total 
nnmlier and controlled more than BO per cent of the re^ourcas 

It wall thus be seen that the period of eonsoLdatiou and 
co-onlina'ion had begun long before the depres-sion, but it 
had not re ached the point wlun y fuUv dec eloped central bank 
could support and contm! the numerous scattered eominercial 
banks, or where the stronger commercial binks bad deyelop 
od the tendency, so pronounced in other countries, to lueor 
1 orate the smaller hanks as branch units of the larger organ 
izatiun llraneh banking bad not diyelipcd to a great 

* longue of Nations n orld J-eoMomkt ^vrery pp 233, 
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i xt< nt of I« ?al and <U» pfsttr of mrtib* 

li T(«n » »i 1 pwit rtimpofithp ol'*frfnl in 
ami mitni li'lra’irp (OPtrol umW wfiicl* f'Jafo ami 

ut)rlv»*<i ui 1 tlio jMXFiliihtj’ of fIt»«lopins a ro onluntM 
an 1 t-<in«n!j ' it« il finanrttl nfiitmi «iM r»tan!«l lij iJi* facfli 
fi * o' iirtirfumfion n^dir *t3t<- Ian* 'nioiigh tli<* 

litortt p< rformi^l man) ftinr-l'ons of a •■»ntn’ lonV, 

It <lnl not II nil n iKTi I all th»* r«>min< mil bant* nnilf rite ronfrol 
T n I >ub < II i‘ Hid brtn~ •omo fnca-iinre of to-^mlinition into 
ihi *M>tim ind ImLnl flj« anulbr with the lirgf'f banV* anHt 
lino 'on intrnduri'd a «wrtau) m'li'urt. of el-utiftt^ ®f 
r>‘oiiri<» into tl o eyetun* 

\niitlnr tnijwirtant ciiko nM ibc considnnMo oxi'ao'i'”' 
of in-dit from lUJJ lo 1921', in ilo cotir« of nrlnih important 
ilunjifi t'*ok pliK nlilrh Iml imi<2iri(l th< Iiijnilitj* in^ 
»<U<THT of many lrcnV< ifl«n IIk* iioc-L rjrbanco boom roi 
lai in l'iJ9 Till* rmht tnciMfi'ioti ho« caH*f<l by Iho 
in'lnx of cold rto lti« fianiin? clnrin;: lb* y«ir« 1*’-- 

fo 19,9* The cold iofltix ui« ninforcul Itjr incrrav»l enr 
r»nrj- i<itim is siUor and br (he lifieral rwUseoiJst 

l*olnr iinrsn»'il hr th< Ifjiral I’lfon* ItanL* 

Tin binkins nuthod* ado((<Hl to iiiaitmise the expm 
eion of adiatiets and deposit* tt^ion the nesrly acciiurea 
xtHVre* wtfo also mjioneihle for incr'AM-l hu»tne«s oc'irit^ 
TJ e«e bioktn^ nietlnxls biro bo*n dMcribtil in the li orW 
/fonomie ‘•urrey for 1 93-’ 1.1 ai Ulow — 

IVithoii’ rnlernc into the fechnienl details of these 
nethwi't, thrT mar be rather eumnnrily clf*«rribetl as dencM 
to finance tlie exjianMon of foreisti b’uinee*, municipal lending, 
and the ecennty nnd real estate <i(>e(ii!ation that derfloped 
rapillr m this period Tlie priaice of hnddinff op time 
rather than demand deposit* id order lo take ndrantogo of the 
loTTpr rcserse reqairement* exacted in respect of tic fomcr, 
the creation of *cc«nfy afTdiatc* to promote the flotation and 
marketing of new rfock M-snes, tU practice of prantms liberal 
mlsmnccs njion industrial semnties and real estate collateral, 
lliu* lacilitatms the financio: and refiuancinj of industry by 
direct issues of new shares on the market instead of by over 
drafts or conimercul bills, and the prorision of lar^ loans to 
securitv brokers were some of the aajs in which ban^’ine prac 
tice facihnted the secimty and real es‘atc boom ' a’a''cs 237 
and 238 ) 


* t-or otalMicM dctalU recardtntr the orsniniiatlon of the baokioi? 
eyrtemlnbS^S Ua;ue cj Aatu>n 0 Coninttrclal llanKt 1813 1021', 
Oci>evi», 1030 in 1 ComBicrn«l itaHi* J»20 32, Oenesa, 1033 

* ‘i?-'‘''e7’^rt o/M«<7oWi>efe,ot4o««/ iU Finnrtcuil CommiiUt 

^ -snlie/w R^ra. 18„3 pp 33 37 *0,1 qq Sbo 
irorU ifoncmic iurTfjf. 103^33 p 237 
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The followin': taM» Mtowsrlearh tin chances in 11 o hank 
jng practice in the I S \ in 1D22 nnil lO’O* — 

Ix>ani rtH f /«r/iJmcnt* rf Commtr^uil lldnlt m the 
I nilfA staUs, I'i’J lOJ*! 

(toco 000 s) 


Class of ere lit 

June ■’OtI 

10 J 

June lOtl 1 

1 loao : 

1 Incrense 

1 Itnnint 1 

■ Per c< fit 

Secnnti loans 

r n2i 

11 '^ift 

» 007 

77 

Teal estaft loans 

1 n't*) 

4 >10 

, 2 >31 

123 

Ml other loans 

n I'ti 

IH rr; 

1 3 3*1 

2J 

Investments 

9 

IJ 101 

3'I7( 

43 

1 


It will thn* Ire t> >( n tl ttl for liqtii lit> the 1 inks ilepomlcd 
rnort and iron iiiwin the »tnhihf% tl tin 8Ctunt> and nal 
estate nnrkds The antoimt «f self h<j n latin« lotr in« rrnl 1 ill« 
an I coaernn ent 8 ouriti smtiu lanks }H>rtf«lios thflmwl \crv 
much ns conij ired witfi the Amount of h uh cn real latnti, 
industrial f(a.urities ami timnicii 0 a.hance« Owid" to tho 
n'tiiiced jM|«ortinn of coniimrcial l ills nnd coiimment sis'll 
titUa ti\ the portfylios of the I aoks their rapacity for setting 
miiscoimting facilities from tie Iislcral I'sene Hanks Ml 
aery much The incrcas«sl j ro|>ort>on of tlmr assets which 
took the form of <hnct inTc-'tiiienta wn* anothir smirci of 
dll'll idita It II cans that the hanks Imt liatily asrunst 
securities whiih coiill not be easily tiinieil into cash without 
1 eavT loM ^Micn th( secunfr boom eollajiswl m Octolwr 
lOjO the capacity of the banks to meet the demands of thtir 
ikitosifors was heavily impiired 

The hinvT fall of spcunlv prices -md of real estate creaUd 
ertat difllculti s fo*- commercial banks Thea hod to oicr 
haul their i>ortfolios restrut ndvancss and to call for nidi 
tional collateral >\hin it was not forthcoinm/ Iluv had to 
-sell tho collateral nlrealy in tl ur pos^isinn \s the colli 
teral was rtl<a*c-d into tht market at a roiul jacc its price 
frll considerabl) Thi banks thus triwl to rejam their lost 
liquility by drastic curtiilmenl of credit and tightening 
up of ndvnuccs These deflationary processes restricted 
business and reduced purchasing jower considerablv It was 
this long deflationary process wlucb brought about the crisis 
of 1933 

There wort four periods through which tliis liquidation 
pnjee's I assed Tht first pmod remained from October 1‘‘29 


• See The IPorU £'cene«ie Suntf/ 1032-33 p 233 
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to Maj' 1931 DorinR this jienoil, the liquidation was slow 
and inoderafe lioana and mmstincnts dcnn? this jx'riod 
dedincil bv leas than 7 per cent Discount rates were lowere<l 
and the Ftdenl I e<ene Ban^s increased the crc<llt ha-sis for 
commercial hauls by their open market policy, if, br pnr 
chasing government securities and br thus /aoihtating a reduc 
lion in the inde} twluess of the memlicr banks to themselves 
T1 IS indtbfcdness was in this manner rwlnccd from J 090 
million dollars in August 19^*' to ‘’oO nulbon dollars m Tune 
]0'>o Hi® commercial banks conld sell their secflnties and 
pay off their debts Thus free lending at cheap rates and 
o|<n market purthsses were designed to reliere the commtr 
<ial lank* but tlcy dii not irove adequate 

The new pha«e of tbe crisis began in Alay 3931 with the 
banking difTicnlties of the \ostnan Credit Anstalt which pre 
cipitateil an international hnaneial crisis The diCScnlties of 
this period eontmned up to June 1932 During this period 
deflation took a sharper turn m the USA, and in September 
1933 «hen L K and other eoantries left the gold standard, tbe 
pressuri developed into the liquidity crisis 

Tliere was a large oiunber <f bank failures and the mor 
tabty was greatest among the smaller banks which were not 
memiKrs of the Federal 1 eserre System Other factors which 
placed a hearr strain upon the banking system were gold and 
currency boarding which became inteosihcd in the second 
half of 1931 By the end of June 1932, the amount of cor 
rency hoarded in the Lnited States amounted to at least 
1 ,G 00 milbon doUars 

foreign short term credit was heavily withdrawn and 
goU exports ircrea.*ed considerably There was a reduction 
of American si ort term assets abroad European banks 
strengthened their domestic position bj withdrawing their 
short tenn assets principally from New kork The total 
monetary stock of gol I «f tht t‘<A detlineil by l^OO million 
dollars between the penod ending Juno 1931 and Juno 19J2 

There were drains upon tie banking rcservis oLso which 
arc the heart of tht crr-dit system This involveil drastic 
deflation The banks win com|>el{ed to redueo their advances 
ami as the margins of Kcarity Wl collateral holdings were 
thrown u{>on tbe markits anl pnets of setunlies fell heavily 
By the end ol June 3J32, cummoditr pricts security values, 
indusmal iroduciion and eioplojmtut had touebt^ new low- 
records for the depr(s«ion and rcmainfsl at ItseU lower than 
any txperiencwl since the Uar During tie twilve months 

•FordeUU* *«.ir®/Wir^B»iBfcAufTey/OT- 1031-02 Tp 211218 
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ending June 30tli, 1932, the total loans and investments of 
Tnerrber banks were redneeil by 17 per cent , if, by C,000 
miUion dollars There %\as a deflation of security loans and of 
aeciirity values The mvealments of the banks were subject 
ed to heavy losses and the total losses sustained by American 
banks on their bond holdings amounted to at least 2,000 million 
dollars or equal to half the paid up capital of the American 
banks in existence in June 1931 There >\as a great pressure 
upon the cash basis of bank credit owing to a number of diffi 
cnlties Municipal advanet‘s ucre straineil, there was domestic 
boarding, the withdrawals of shortterm balances incrtasod 
and security prices and real estate salues fell considerably The 
■Government and the Federal Reserve Ranks put emergency 
measures to meet tlie situation These measures took three 
■principal forms 

Firstly, in the early stages, the Federal Reserve Banks 
increased rediscountmg faeilitus to the member banks and lattr 
■on, they began to buy government securities once more on a 
great scale in the open market to enable the member banks to 
repay their indebtedness Between the end of Febriiarv and 
the end of June 1933, the Federal Ri serve Banks holdings 
■of government securities increased from 7J0 milhon dollars 
to 1,781 million dollars 

The bational Credit Corporation was formed in 
October 1931 by the cooperation of 8e^eral nrge hanks to 
grant credit to hanks m temporary diihcnlties This measure 
restored confidence temporarily, but troubles revived in 
December and Janiiarv Thus in Februarv 193i the Recon 
■Etructiou Finance Corporation was orgamzed and took over 
the business of the Vatioual Credit Corporation Its capital 
Atock amounting to 600 million dollars wns entirely subscrib 
ed by the Government, winch also purchased 825 million 
■dollars of 31 per cent notes from the Corporation The neces 
sary funds were raised by issuins bonds and Treasury Bills 
which were purchased largely by the Federal Reserve Banks 
T^ith this capital the Reconstruction Finance Corporation 
advanced huge sums of money principally to banks, trust 
■companies, railways and insurance companies At the end of 
June 1932, these loans amouuteil to over a billion dollars Tho 
■object was primarily to enable solvent institutions to survive 
the panic phase of the crisis 

The third line of defence was by legislation The Glass 
Steagall Act was passed in March IM2 with the object of giving 
greater powers to the Icderal Reserve Ranks m the creation 
of credit The open market operations of the Federal Re 
serve Ranks required a very laigeamoimt of ‘free gold” and 
this new Act authorized them to use Government secimties 
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in arl'Iitmn to “rligiblo paper" aad poM or gold certificates as 
coH-ifi raj /or flje note isaoe In thH vaj the free gold bolaiup 
of tJif bants were increasMl and n larger clement of elasticitj" 

introdnccfl into tfic banting ajsfem 

Tbe Dotes of NatJoml Bants were also given a wider ^is 
of <ofrr br legislation The Eincrgeney Belief ^tet oi 
I91J al’o »tten<le<I the powers of tcderil IJesenre 
make ailvauris to indirldnals and corporations, bat tlie«e 
advanr* , could formerly be msule only to member bants. 

Till M cond half of 1912 was a period of comparative traO' 
quiliiti js a nsiilt of greater elxsticitj" to tbo baakjog system, 
of iht. <|jf i{>er crwlit pobey of the rcderal Kestrre Bants and 
ol the prorinon of Oorrmnient loans through the Eeconstruc- 
tion Finance Corporation 

Tntre was a recrude«ceoce of the tronbk towards the end 
of 1912 and the ensis ent«rcd Us fonrfU phase Bant faila^ 
began to increase There was n ware of mutnist and with 
drawsU of deposits toot place in large amounts There we^ 
run* npon bants ‘Tlas panic was the most spectacnlar break* 
down of public confldeoee witnessed m any country for nuay 
yrtirs In Jebrtiarj, ihero were runs on imiiortant banks lU 
the btste of Michigan and a1 banks in the State were 
for a wwk In other parts of the cotmtrj confidence faued 
ve’y rapully and similar mns and banting holidays oicnrrea 
in other States al«o On iLsrch 4, tin iLsy of his scceuion. 
to power, President Booscvelt, faecd with this situation, deewr* 
ed 3 national bantiog moratonnm 

The extent of the strain on the binls may he no+ic^ 
from the fact that between February Ist and March 8th, the 
monetary circulation increased from 5,fi52 miUion dollars to- 
7,533 million dollar*, an increase to the extent of 455 nuBiou 
dollars bating place on one day, March 3rd The dram began m 
the interior, bnt the country baoLs drtw heavily on tb"ir >"cw 
\ort correspondents The reserves of the Jederal Eeservo 
Banks despite the legislation meotioned above were brought 
down by gold export and hoarding very near the minunnm 
reserve ratio The ratio of the 3<ew York Bank fell to 41 4 
per cent and it was kept above the legal mmimnm of 40 per 
cent only by selling Governincot seconties to, and rcdisconnt* 
iDg the Bank’s own paper with, other Jedcral Kescrve Bank*- 
Thc ratio for aU the I ederal Beserve Banks fell to 45 1 per cent 
The President on March 4th proclaimed a national bant 
hobday and imposed sn embargo upon the erport of gold and 
silver The Federal Beserre Banks were instructed to pay no 
more gold or gold certificates and to prepare a list of gold 
holders The Congress, at its special session, approved enier 
geney measures priug the Fieaident complete control over all 
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■the banks, authorizing the reopening of the banks dedared to 
"be sound and tlio reorganization of others The Federal 
Keservo Act Teas amended to give greater powers to banks m 
Togard to note issue and adrances 

The gold standanl was abandoned on April 19th and con- 
sequently a, definite upaanl moretnent took place in loans 
and iDTestments On June 16th, the Banking Act of 1933 
■was signed A Federal Deposit Insurance Corporation was sot 
■up in order to guarantee deposit accounts Greater powers 
■were conferred upon the Federal Besorie Banks to control 
ipeciilatiTe operations by member banks More definite 
separation of deposit and imestment banking was demanded , 
branch banking within States was facibtated and the regulations 
jjoveming demand and timedepositswtre tightened consider- 
ably. The pajTnent of interest upon demand deposits was 
prohibited 

Beference may also be made here to tlie Federal Securi 
ties Acts signed on May 2Ttli, laving down more stringent re 
gnlations to control the issue of new securities, and the Dccrea 
of April 5th prolubiting gold hoarding and requiring the return 
of hoarded gold to the hauke before May 1st 

The AgncuUuml Adjustment Act incorporates the e.irlter 
Farm Belief Bill containing proposals for contraction of acreage, 
and the Farm Jlortgagc Debt Relief Bill for the refinancing 
of farm debt This Bill prondes the basis of the agrarian 
programme The Act is based on the assumption that the fall 
of agricultural income is a primary cause of economic depres- 
sion Federal Farm Loan Bonds bearing interest at per 
■cent, can be lasucd to the extent of 2,000 million dollars Their 
proceeds are to be used to give mortgage loans to farmers at 
5 per cent to enable them to rep.ay existmg mortgages carry- 
ing lugher rates of interest * 

The Thomas Amendment Act incorporated m the Agricul- 
tural Adjustment and Farm 3Iortgage Act approved on May 
12, 1933, makes provision for a variety of inflationary methods 
to raise prices m gener'il The dollar can be devalued to any 
amount to the extent of ."H) per cent The Federal Eeservo 
Hanks can conduct, throughout specified periods, open market 
-operations m obligations of the United States Government 
■or corporations m which the United States is the majority 
.stockholder, and purchase direct and hold in portfolio for an 
agreed period or penods of tune Treasury Bills or other obbga- 
tions of the Umted States Government m an aggregate sum of 
■3,000 milbon dollars on the seennty of which bank notes of an 


• See Xafionol Rtcovtrt/ Aleaaurea ifie Umted States, p. 37, 
<7cneva, 1033. 
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(finivaknt niiiount may be i'ltinl The 
iml fir » r<n™i ot ru moirtl.. from IV 
naiodr, from M« Iff, IP^I. ■» >ilnf " 

Hliol or any | art of tl « pnncir*! or intf-nst Irom any 

(rovironunf on ac«mnt of any ln»lebtr<lncM 

‘■utr« T) e pn.e of *i»rh rlh.r it not to ‘ 

onncoinll. Lnmtl Mal.s currmc) Jlif J ,t 

,K)a.r lo .ML. Mirer crtiflnfM jn and, ^‘•nominaMon « ^ 

a.-, rni n I> i<aWe t«i the total nwnlH-f of iloUan 

xilr. r « K acwpte.l ui parment of dibti 

ficate, nn lx u.c.l by Ibe TrrMnry in payment of any ot-tig-* 

lijr« of the Init.il bfaba* 

It may be pnmalarp to paM jodjrment on 
jiurp* in the Lnitt'«l btatei In tliM ^nncrljon the ^ 
iPBlpnfPS fr.‘m the H wrW /eonomie Surr^Tit 'r^Z to 

quote.! to the effect that ft M not yet poMlWe. th^re, » 
«tale with any rerlainty the precw wars In wlitch U » »» J 
to derdop the nt.nt to wlnrli um *ill l-e made of tl^ ^ 
powers intruded to the Pmidents .iMcntion, or thr . 
(•tnito.n •liirh »iU t<f SirMi ■» err rrirrct or aifollrr of 
dtrilopiiic plan In fare of cirtnniffantra ami aKilmlM 
cannot yet !.« clearly fofe<e<n In the same war, It 
to reeohl the Ulest stallJtJC* of prices, employment, wajr^ 
production, tra.lo and other economic phenomena , out 
not po/'ibic to estimate the caa«e of such thanees a« o*" 
tiken place Fctinomic forces worl slowly and «®tnetim» 
take unexpeettd dinctions It is not yet clenr how fat 
fmprorements and recessions of inda<tr) in the first » 

the new iihn s owration are doe to that plan or the t;w°“ 
pnor causis >or ran ft be eipected that the forces ubenteo 
by the plan hare yet prodoeed their final or eren their most’ 
impoftmt effects (I’8?e 310 ) 


» Sire \a tonal Pteorfrg Sltaottren in the Cntied Staiee Cece^* 
lt>33 pp 47 ^0 Also B ortd Eatnotnxe Surtey Jot 1032 33. p 31* 
OPceTS 1033 



CHAPTER yXTT 


The London Money Market 

The Lombards and tbe goldsmiths in England earned on 
the business of money lending and com changing The London 
goldsmit’is became money changer^ on a large scale and also 
made a good deal of profit by selluig gold and sitrer coins winch 
they were constantly purchasing and melting down for the pur 
pose Tljoy began to attract deposits as they needed foods 
to carry on their business and tlieir methods of obtainmg these 
funds were not verv honest Tlie germs of deposit banking 
Tvhich has been dcTclojed to the pre eminent position of to-day 
lay in the methods of altracling depo its by the goldsmiths 
They were carrying on bnsmess the like of \shich is earned on 
in modem tunes They conducted exchange operations, 
bongbt and sold metallic money advanced money against 
security, accommodated merchants bj purchasing their bills 
of exchange and opened current accounts a business avluch is 
now done bv joint stock banks Notes wire i«STied against 
these deposits and deeiuaeats rcsentbhog modem cheques 
^ere issued bv some of them The London merchants began 
to deposit their money with goldsmiths hecanse Charles 1 mis 
appropriated a sum of about £ IJO 000 which bad been deposit 
«d by London merchants m thi Tower of I ondon for safe 
custody The goldsmiths soon began to bavo much more 
money than was safe or conacnient for them to retain on their 
own premises and hence they began to entrust that money to 
the Government Exchequer In 10.2 a sum of £ 1,328 5'’B 
was appropriated by Charles II because he urgently needed 
money for a war which he was waging against tlie Dutch Tho 
repudiation of the debt bv Charles II sounded the death knell 
of tlie guldsniiths as bankers and later some firms of repute 
of these goldamitlis earned on a separate banking business 
There avas the need of a central institution which could act as 
the medium for govermnent finance and take charge of the 
people 8 money without fear of repudiation The goldsmiths 
had evolved a market in which gold and silver could be dealt 
in and it remained for a more powerful body to build upon 
the foundations 

The time was ripe for the founding of the Bank of Fng 
land and on a promise from William Paterson a Scot, to lend 
£1,200,200 to the Government the latter granted a Charter 
in 1C94 and the subscribers wen. incorporated under the style 

• See TAe London Motif j IfarJM by W F Spalding p 23 
Fo irth Fdltion IWO 
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of The Gorwjor and Company of fho Banl. of Fneland 
The BanL imoM not« on which it pai I inierest and theT were* 
pavaHe to onlor and their conterliJwlitr waj not certam and 
witLjn throe j-fars the I ank had to anspend payment of itt 
not»<( in ca"h 

T1 o \<t of lf9l wait amended from time to time, bat np 
to 1811 the amen Iment* were not strinffent enocjth to limit 
the amount of note inne which waa at the di«crttion of the 
TiaaVi Directors The Bank Charter Vet of 1814 introiloced 
this sort of amendment an I tinder the terms of the \ct 1^ 
Bankin" Department anl the Ii»oe Department were to ^ 
entirely separate and crer since tien the management of the 
note Hsne ha.s been a function separate from all other fnnctioas- 
of the I ank The fature note issue of the Bank was made 
larRely a rratter of routine and on Au^st 31, 18^1 1, the BankinS" 
Department was ordered to transfer to the Issue Pepartment 
lecuntiea to the value of £ 11 000 000 and so much of the gold 
com and gol I and silrer bullion as was not required by the 
Banking Department These were the assets of the new Depar* 
meat and the Issue Department look o'er from the Bsntm? 
Departmeot soth an amount of Bank of England rotes which 
toother with those in circulation were equal to the total Taltte" 
of the securities transferred The silrer in the Issue Popart 
fnent was not to exceed { of the gold deposits The fidnnarr 
issue was thns limited to C 34 0^ 000 and all notes in excess 
of that amount were to be covereif by jjold or silfer com or 
bullion It was also provided that if any back which was 
issuing notes on 31av 0, 1811, ceased to issce them suhsequentiy 
tbe Bank of Englaod was sutborued to issue additional notes 
against securities to an amount not exceeding two thirds of 
the amount of the notes withdrawn from circulation bv the 
banker who ceased to issue them 

The Bank Charter Act of 1811 provided that a weetlw 
account known as the Tank, of England return should be 
rendered in a prescribed form to the Commissioners of Stamp*- 
and Taxes The Issue Department was to show the amonU^ 
of Bank of England >otes issued by the Department and the 
amount of gold com and of gold and silver bullion held bv the 
Department together with the amount of securities held The 
Banting Department was to show tbe capital stock, the de- 
ports and the money and secuntiea belonging to the Back 
ol England This stalement is issued each Thursday when^ 
Its copies are freely available to the pubhc 

Form of tbe Bank of Eag^snd Petam as it appeared 
before ■November 21, 19*8 
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pursHant to the Act 7 and 8 Ficf. Cap. 32, 
for the Kcch ending on Wednesday, the 21sf day of 
Xorember 192S 

C P Mahon, 

Chief Cashier. 

Issue DcpAETstFNT 

L 

Kofes Issued 180,001 085 florenuneut Debt 

Other Securities 
Gold Coins and 
Bullion 
SiUer Bullion 


£ l‘!0 904 0*t5 £ 180 061.0S5- 

Dated the 22nd day of y^ovember, 1928 


£ 

11,015 lOO 
8,734,000 

101,214 08', 


Proprietor’s Capital 
Best 

Public Deposits 
(Ineludine Ex 
chequer, SaTiDge 
BaoLs, Commis* 
Binners Katlouai 
Debt and Diridend 
Accounts) 

Other Depoeita . 

7 Day and Other 
Bills .. 


Banetno Depabtvent 
£ 

14,553 000 Ooremment 
34104 147 Securities 

Other Securities 
^otes 

Gold and Silver 
Coins . 


43.310,327 
34 757,401 
48,101,710 


I>aled the 22nd day of yorember, 1928 


C P MAHOb. 
Chief CosAirr 


The first item on the ilebit side of the Issue Department is 
‘JTotes Issued’ which represenfs the notes i3«ncd against 
the cover set out on the credit side of the account The first 
Item on the credit side is Government Debt ’ which is the 
sum lent by the Bank to the Covemnient from time to time. 
This exists simply as book debt and there is no actu.tt Govern- 
ment Stock representative of tins amount The Government 
pays 24 per cent interest on the debt to the Bank This is 
permitted to fonn a part of the Bceunties against which the 
Government nllowotl the Bank to issne notes to the extent of 
£14,000,000 in 1844 The item ‘Other Socnrities ’ denotes 
sccaritKS nbeeb the Ssak has to Xcep as a eorer for the fida- 
ciary issne limit The fidnciaij issue prevv from £14,000,000 
in 1844 to £ lO 750,000 m 1923 as follows . — 
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£ 

14,000,000 

47^,000 

175.000 

300.000 
750 000 

450.000 

250.000 

350.000 

075.000 

400.000 
275 000 

1,300,000 


1 1!>,750,000 


Gold Com and GoW BaUion ’ reprwmts the gold co^et 
for all noted ismed hy the Bank in excess of the fiduciary por 
lion To 18-«4 silver boUion was allowed to be tept as a part 
of the cover for notes i«suel to excess of the fiiluciarv Dnut, 
bnt as Sliver is not the legal tender la England and the pice 
of the iTPtal is fiactoatiogt the Bank does not keep any iilret 
bullion ID reserve 

In the Banking Depatlroent on the debit silc, the fifst 
Item js Proprietor « fapit-il which represents the paid up capital 
stock of shareholders represented by the loans and advances 
jjranted bv the Bank to the Government from time to time 
Since ]81t the amount haa been £ J4,5:)3,000 ‘Bc«t ' is the 
Tieit item correspombng to the reserve of an\ other bank Its 
amount is never aOowed to fall belon £ 3 OOO 000 and anv 
aurplna over it is distributed in the form of ibvidends between 
sto'’khohleT3 This resent for t'^e first tune was started in 
1732 to be drawn upon in fimos of emergencies and it is entirelv 
stpa'ate Irom and sbonhl not be confused with the Peserve 
Tepre^ent«l by the total of the notes and gold and sHver coin 
an the Banking Department 

The item Public Deposits * represents the funds of the 
Government held by the Dank and it mclodes the balances of 
the Exchequer, barings Bank^, Commissioners of ivational 
Dcht and other dividend accounts Its amount increases from 
Ghnatmaa tM ilarch because of receipts from mcome tax and 
land tax and aLo from Julv to August a.« income tax is pay 
able in two instalments 

* Other Dcx>osita * is tW next item on the luabditles side 
c.f the Banking f^epartment which represents the total balances 
held at the Bank by its private customers and correspoQ<la 
to the current account balances of the other joint stock banks 


Issue of Notes anthorixed — 

Bv the Bank Charter Act. iWf 
By Order 3D Connell of Pec 7 1®55 
„ „ Jnlv 10, 1861 

, „ Feb 21,1866 

, „ April 

, , Sept 15, I**?? 

, , Feb 8, 1800 

„ , Jan 29,1891 

„ March 3, 1900 

„ Aug 11, 1902 

, , Aug 10,1003 

, Feb 13, 1923 
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together vrifh the balances of many of the other banhs m the 
country urhich keep accoonts with the Bank of England Tt 
also includes balances of Tanons government bodies as the 
India Council, etc Most of the banks outside the ‘clearing’ 
including the Ixindon Offices of the colonial banks maintain 
balances witb the Bank of England as a matter of convenience 
The balances of nearly all the banks of the country are in 
eluded m this item 

The amonnt of the Stven Dav and Other Bills is now 
unimportant They are usuallv m amounts vamng from 
£I0 to 1,000 and the Bank of England is the only Eoedon 
Bank issumg these bills now 

On the assets side of the Banking Department the first 
Item IS Government ‘Monties whith includes mvestment 
securities of the British Government ^ ays and Means Ad 
vanees to the Government and Deficiency Advances In 
anticipation of revenue the Bank allows overdrafts to the 
Government which art mcluiletl m the item 

‘Other ^cnritics is the next item which includes ♦be 
investment securities held ba the Bank on its own account 
It makes advances to bill brokers and ordinarv customers on 
the strength of various securities which are included under 
this bead 

‘ Notes and Cold and Silver Com represent the Be 
serve the ratio of which to the deposits is important Tbia 
Beserve is not onlv the basis of the Bank s credit, bnt is also 
the key to the Bank Bate 

The form of the Return of the Bank of England as fixed 
under the Currency and Bank Notes Act of 192S was as follows 


An Anounijor the terfk fnthd on Wednetday, the 23th 
day of horember, I9J& 

ISSTE PEPAE‘nii:>T 


Notes I^e«l — 
111 Citrwiation 
Id BanLiD); 
Pep art meet 


Goxeinicert Debt llOloOOO' 
36" rOl 143 OtI or OoTeromeDt 

*'ec«nties 222^08 o 0 

j2 0s P7 SiUerCoin 5J>40 15" 


Aoioant ol Fidu 
ciarv i«jue 260 000 OOO 

Gold < um oed 
BuUioa 150 088 04^ 


£410 08<t94o 


£ 410 0«S 91» 


I>aUd the 29 lh I><iy £>/ Aor/mber, 1928 C P Mahov, 
Chief Cashier 
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I’r< pn»tors Capital 
n -^t 

J Ilf lie 1) po^il* 

lne!iiliii„ fx 
cli<(}Mcr ''aeiuars 
itanL* < < mn i* 


] 1 'tS3 000 C«»v<»rnmpnt Secu 
J 2.>1 001 ntip< 

Other Spcwnlips— 
IliMt>un(4 aPd 
^\<lvnnpcR 

£13 '>08^03 

I ^PHriUe^ 

1 £20214 835 

21 152 Oal 


52.160321 


31801 148 
62.861 101 
757,011 


DO SOI 012 
2010 


JDaUit the 2*>th Dav of ^oeemher, 1028 

CP 3UP0’'. 

Chef Gather 

r<»rtam iiiiioTation8ha\cb«K‘n nado neconlinj to 
Betiirn In the Pantin? Department, Other Depo^ts^ 
arc not (lieiditl into Banten Deposits and Other Aecow^s 
The former item inclodes the cash balances of all the I^ondon 
clearing banis, English joint stock and prjrate banks ana 
the 8«cottish and Northern Iri«h Banks, and the latter 
includes the deposits of private customers, such as the Is*?® 
industrial firms ivluch keep accounts with the Bank of EnglAn^ 
The item Other Accoonts includes the ordinary b“*ikiDg 
operations and transactions arising from its international 
tionships 

On the other side of tbc account Other beconties’ or® 
now 8ub-divi<led into ‘ Discounts and Advances ’ and ‘ Seen 
Titles ' Tlie diBercnce between the two is not clear One 
opinion is that nhen a bill is disconntcd on the initiati^'e 
the market, it i\all be rankeil as a discount ' , bnt svhen the 
hanV buys bills on its own initiative as part of its open market 
policy, It will be called a security — Government ^curity' 
for Treasury Bills and ‘ Other Securities for commerciid bills 
Another opinion js that a biU disconnted, whether a treasury 
or other bill, will come under Discounts and Advances’ 

COVSTITLTIOW OF THE JjOWDOW 3IOVET IURCET 
The Innds employed in the London iloney Slarket come 
from the Bank of England , the ‘Big Five' as they are eall®^ 
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— ru , the 3Ldland Bank, Ltd , Lloyds Bank, Ltd , Tlte West- 
mmstei Bank, Ltd , Barclays Bank, Ltd , and the National 
Bfonncnl Bank, I td , other BnCish banks inclaclin<; four m 
the London Cleanns', namely, Alartin s Bank, Ltd , Williams 
Deacons Bank, Glyn llills i Co , and Coates & Co , the Dis 
count Houses includin': the Union Discount Company, the 
National Discount Company, and Alexanders , bill brokers, 
stock brokers and other linancc houses The idea of tho funds 
available m the market may be had from tho following table 
of figures — 

£ 

Bank of FngKnd Deposits 121,016,603 

*1116 Deposits and Cash of the BigPive 2,632,152,000 

Total Deposits of all British Banks 2,240,513,214 

Discount Houses 94,057,000’ 

The joint stock hanks and the discount houses constitute 
the liquid portion of the London Money Market The loans of 
the discount houses on tlie marki t represent cash previously 
■boiToweil from tho banks and, therefor*., too much attention 
nee*l not be devot«sl to their balane<s Tliese banks get 
the huge suj plies of money from their enstomers and they 
fetuf a part of it to tfiu biff brokers, stock brokers etc , utifixe 
a certain portion in the form of advancts to cheats, make 
investments in giUcdgeil w curitus anil bills of exchange and 
keep a certain t»ortion m the rtserve to meet tho demand 
liabilities 

When interest on Wat I«oans is paid to bond holders, they 
deposit the jntitc«t irrants with the joint stock banks and 
if the Utter find that lliev cannot use all the funds, they deposit 
a portion with the Bank of EnglanJ The result is that the 
amount of the I’libhc Deposits in the Bank of England falls 
and that of the Other I»eposils rises on account of a transfer 
entrv in the books of the Bank of TngUnd It the demand 
for accommodation from the open market or from tho custo 
mers of tla hanks cannot absorb the funds available at tho 
banks, they can ‘increase their investments hr th*. difference 
betwi'cn tho cish reciived and the projiortion they require 
to hold against an incnas*. in their deposit liahilities This 
method his Urgolv been followed during and after tho war 
by the banks Tlieir surjlus cash has b«n used bv them to 
piirchsje Treasurv Bills and other short term Coremmeat 
weurities 

Hosv LOAIS CCEATC Crtuit? 

A i>er«nn Iwrrows money from a bank and may not with 
draw actual ca^h The amount will be pUced to his creit 
and ho will draw cheques on this amouni In favour of people 


S«»< JltiJ , Chspler S , pp at 69 
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vJio liare *o]l poo<l(! to Wm ior the saVe of 
jmv V that tliw «»‘n«s al'O Jiave «cotiiiti 

lh( camo lurik Th.v will tlwn pay in thesf ch«^«« ^ w 
crfdit of til ir own account* in the bank WTicn i"® 
baa withdrawn the whole *ani *tan<tins to bi« 
wouJl itill Ix' the eamc Amount of ffwlit 
It e amoDiit woul i bodiatribiitiHl amon? the occonu'S ® ^ 

people It IS in this wav that the loan rnatca 
an c inal amount ^ 

Tien remans the rjuostion of repayment which . 
male h the cn-«lits crt-at«l by Iht loan itself or t 
credits cr alr-d by some other loans In the latter 
person repaving mar have rccoivtd cheques from ot ^ ^ 
sons wl 0 in tom had rai«-«l loans with their ,, ^ 

This proce«s of loan making and creation of credits 'j 
on indefinitrly bat ns credits are diffused among ^ 2 ^ 

people thev pay th»m Into tUiir accounts with their 
and th* banks are un ler an ol bgallon to repav them on uf 
or at some shirt notice 

Loans an in <liff«rent forms— at call ftol 
to discount houses bankers advances to ._4,«i 

jndtutrv I liu of ixcbange discounted an 1 ipyestc ie , 
Treasury ]hlJ« tionds «tc ^mo nf the credits erv 
like the call loans are repayable on demandt some « 
notice aal oth<rs at distant periods Tlie uUiniai® “» 
however, similar ^ j 

We may now follow tin operations of the Bank of Mr 
la this n?si>cct Loan? arc prantnl to a-arious .s* 

and firms In the Bank return, the seciinties for loans 
to Governments come under ‘ Covermnent ^®“*?**'’*Cf.eiin 
tho**! for loans advanced to frms come under Other w 
ties The amount* placed to the creilit of the Governm ^ 
are known a-s ruhbe Deposits and those placed to ttic o 
of firms arc known a? Other Deposits f Wreas* 

are paid off, the securities are released and there » » 
m securities held and deposits al^o Tins will not be tne 
if cash 13 taken out by the loan and paid m by a deposit 
Demawd axd Scpplt of Fi/vra 

LO-SUOW JfONFT JlATicrT . 

Depont. at ttr BanL of Eoglan'J 
the oalaneea of laor Ion bankers I aaks receive money _,r 
cuatodr from their clients and keep their own snrp‘“* 
with the Bank of EngJond These bankers balances reP^ 
a very large i-ortion of the money stock of the 
JIarket Anvthing winch affects the market i* If 

to affect Bankera Deposits and * Other Accounts 
bankers surpluses cannot be utilized, the amount oi i 
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items mil rise, bnt if there >3 a keen demand for their spare 
caih thev mil fall 

Other Deposits (Bankers and Other Accounts) pro 
vide the hey to the position of the London 'Money Slarket at 
any time Money rates rise and fall with the movements m 
Other Deposits These are the actnal balances of hanks 
and other concerns that keep accounts with the Bank of Eng 
land Other Deposits mil thus rise hv a superfluity of 
supply and will fall bj a scarcity of funds The figures of the 
bankers are an evidence of a reserve in cash against liahili 
ties and bear a close relationship to liabilities High Other 
Deposits show a weal position unless the reserve of notes is 
proportionally Jugh T 1 e amount of Other Deposits shows 
approximately the strength of tie market which can be tested 
"by the Bank Rate and the Market Rato 

The Bank Rato is the mimmnm rate at which the Bank 
of England is prepared to discount approved bills of exchange 
of not more than lo days currency It is also the rate at 
w] ich the Bank makes advances on marketable short secun 
lies whoso currency iloes not usually exceed a woek In reaUtv 
tl t Bank makes an extra charge of § per cent over Bank Rate 
lor loans to the market Market Rate is the rate of interest 
at winch the joint stock banks the discount bouses the 
brokers etc , are willing to discount bills of exchango and to 
lend money Tlie Market Rate is loner tlian the Bank Bate 
because the great joint stock banks have immense funds and 
can do business at lower rates tl an the Bank of England The 
Market Rate depends upou the rate of interest w Inch the banks 
allow on short deivisits of their customers This deposit rate 13 
governed bv the Bank of England Rate and tl creforc the joint 
stock banks cannot break verv far away from the Bank of 
England In abnormal tunes however there may be a consi 
derable divergence between the Bank Rate and the Deposit 
Rate 

The Bank of England can exercise a great infinence over 
■the value of monev in the market because the stock of money 
in its control is a very important part of the general supply 
The depositors of the jomt stock banks regard the Bank of Eng 
land Rate as the basis for the interest they expect on their 
deposits wath jomt stock banks They expect to receive some- 
thing near the Bank Rate People know that the rate of short 
deposits allowed bv the joint stock banks rises or falls with the 
Banl Rate But, of course too much reliance should not 
"be placed upon this factor as a criterion of the rates allowed 
bv the banks Hie hanks do not pay interest ou 

money on current account Consequenth the rate at which 
the bankers lend, or at which they ibscount bills will depend 
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upon the aTfraje rate the money cost! them , when tlie interest 
tbev 1 ny on Oepo^in i* epread orer the wliolf* of their bahncts, 
altlioush some nioner is on Ion? deposit at liighcr rates yet 
the price they piv for tie total snin will !>e comparatively 
small, and ther will, there fori l>e aWi to lend at considerably 
lower rates than if tl«s ha«l to citf lntere«t on all the rnonee 
deposited with them ‘'imi the r»i of the joint sfoeV. hanls- 
and the enormous pro'wiss thev |ia%< made in the Ijonclon 
Jfoniy 3Iarlef, th< in/lufoii i f th< llanh of Efirfand ft not as- 
preat a* fonnerlv and in m mul times the nlar^^t can absorb 
moat of the hilN olTired ‘'inn Is't* thellank of LtiRlanl has 
been j urchasmp bills from ifai^nstpnH r» at the rates prtsailmip 
on the open market In jienoil* of cliaiipe and adjustments 
mon I Uhl arc offenU jn tbc market than can Im djsconnted 
and the Hank of Fnglmd It approachtt! for accommodation 
and It has still the la t say In the matter 

In times of cfl<ii the control of the Hank oecr the market 
is plain and it is rMdily discernible at a time of scarcity of 
readvmoney Uisinthtswar Themoneyin Othc r Deposits 
belongs to banks nnd all of n w not at the disjwsal 
of thi market Only a portion of this money u ntllued for 
the licnifit of (he oi>ea markit The dt posit at the Dank of 
England is repardeii as pofd by tin depo»itor Banks usually 
k«p n certain j roportion of their fonds in a hijijid form and up 
to till* estmt tlKv will meet the requininints of the market 
by di'counting lulls ol eichange and hr lending monev If 
there IS a pressure for money, the banks w lU fall in their nioncT 
which Im l>een lent at call or short notice and if the presjnra 
continnes they wilt cithir not discount bills or will not dis 
count them for cash Tlio LoMers of the bills of exchange in 
such circumstances will apj roach the Bank of rngland for 
as'i'tance TJie Bank wall then meet the requirements of the 
bill brokers and the discount houses br discounting approved 
bills of ezcliaiigc which have to ran only a short pc nod or lend 
money on gilt-eUgcd scconlies winch have to run for a short 
time kinder such circumstances the Bank can dictate its 
own terms and exact Us own rates The price charged for 
accommodation u always tuglier than that which conld be 
obtainable prcTiously on the open market Tlic Bank in$i»ts- 
that the loans sfaonld be taken for a foil week at j per cent 
over the Bank Bate 

The ntUity of the Bank rate in checking the outflow of gold 
is great A nse in It lessens the demand for loans cheeks 
expenditure in the country and lowers prices which decreases 
imports and encontages exports The aim is contraction of 
currency This helps to restore the adverse trade balance 
which IS the primary cause of the foreign demand for gold 
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A nse in the rate attracts gold from foreign countries and a fall 
means easy money market Tlie success of this policy 
depends upon the support the Bank of England receives from, 
the other possessors of funds in the London Sloney Market 
This support can be easily obtamcd if there is a comparative 
shortage of funds, hut if the supply of money is high as will 
be evidenced by a bigh level ol Other Deposits, ’ the Bank of 
England will not be able to influence the rates in an upward 
direction m the early stages because the competition of out- 
side lenders will brmg tht tales down 

In the pte war days the Bank of England could force 
up money rates by rainng its own rate agam and agam till it 
became effective The Bank foUowed fhe Imo of least resist- 
ance and rebeved the market of surplus funds by acting as the 
borrower It sold consols for cash and bought them again, 
for account Tht purchasers paid by cheques on member 
hanks which reduced the balances at the Bank of England 
With a fall m Other Doi>osits the borrowers would go unsatis- 
fied unless they were prepared to pay higher rates During and 
after tho war, this method baa been unnecessary The monthly 
settlement 'ivaa stopped after the war on the Stock Exchange 
and was not reintroduced till 1923 The existence of a large 
amount of Treaaiuy Bills has entirely changed the control 
of tho market The Treasury Bills absorb a large amount of 
funds and the money received m exchange for these bills could 
be easily kept oH the market for a tune This expedient has 
not been resorted to in practice, but it shows the i>ower of the 
Bank over the market The money so received quickly re- 
turns to the market because the Government has to pay money 
to contractors and others Tbe-se receipts m some ca«es go to 
repay tho Bank of England loans on Mays and Means 
advances This money is under the control of the Bank and 
can bo released to the market or withheld at the discretion of 
the authorities If the Bank wants to send up the open market 
rates, it sells Treasury Bills for spot cash and reduces the 
supply of money in the market which makes the Bank Bate 
effective When the outside market is thus compelled to 
approach the Bank for nccommodattou, the Bank is in control 
of the market and can charge high rates and bring the other 
dealers in money up to the desired level 

S^OKT*LOA^ Finn or the Lomio Moxet JIarzet 
S hort loan fund means the total of short loans running 
at any particular time This fund is not a reservoir having 
definite hmits, but is a finctnating item m the money market 
and the amount that the lenders can place at the disposal of 
the borrowers cannot be known with preciseness The funds 
of the discount houses emplt^^ m discountmg bills need not 
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be inclnded jn the short loao fond because thev poichase and 
sell bills ol cxchanCT nndcr di<oonnt and though at times thcf 
mav hare more funds at their disposal than they can empIoT 
in bill business ther cannot b» rrganlwl constant lenders lih© 
the elcanng bmlji The foreign an I colonial banks with 
London Ofllcis contribute something towards this fund though 
their exact amount cannot bi known Thev Icnl money to 
the open market but only during sncli times as ther haTO 
money waiting to Ik rmploTHl m the finance of exports from 
FngHnd Tlie average montblv amount of the short loan 
fund employed by the tin clearing banks for 1929 came to 
£115JC4 000 ‘ 

\pparcntlr the short loan fnnd is ineUstic Loans can be 
made to the market up to a cirtam point at winch the banks 
cease to bt lenders and begin to call m moner from the market 
One banker may b* obligesl lo call monev from the market 
which fin Is Its «ay into tiu till of another bank This opera 
tion appears to l>e simply an act of oiel ange and no new ad U 
tion to the fund is made If new go] 1 arrires into the 
country the fund is increased by an cQuicalent amount which 
u released to the market Thus in realitT the fund is not a 
restrroir with definite limits Thi short loan fun I is not eolclr 
IS the hands of the clearing banks anl the Bank of England 
ako sui plies fnnds which are aTailallc for the market It U 
not merelT by a process of disconnting bills that the fund can 
be replem*h<-d U times the outside market wiU not discount 
a single bill In ease of need the banks may hate withdrawn 
ad their funds from the short loan fund It is at this point 
that the dank of England intcrrenes and discounts approved 


* T> e MfmcT Enij Io^mI Ut tb« ten n«irinK Donks « n the SI oti 
I>Mn F'uiui o* tie i^nJna Mon t Market b me tie Tot i] of tleir 
Money at Call and ‘'fo-t Notice 
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£l 744^ 0 000 


ATcrage monthly amount £145 361 000 

(£«n/f<m J/MKjr J/orSret by t\ F Spaldinir p 110) 
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bills of excliange The Bank grants loans in such cases for 
somewhat longer periods than those for which loans are made 
hj- the outsiile banks from the short loan fund It cannot 
be said therefore, that the accommodation granted by the 
Bank of England comes the short loan fnnd At times 
the Bank of England lends money to its own customers at 
the same terms as the open market which increases the short 
loan fnnd because the Bank of Englanl need not withdraw 
from the short loan fund an equivalent amount as the other 
banks have to do Thus the short loan fund readily adjusts 
Itself to demands made upon it, though tcmporanly recourse 
to the Bank of England is necessary 

JIAIN POfNT*! IV COVNECriOV WITH THE FUND 

3 The London Money Market 19 so elastic that it will, 
at a rate, always respond to the demand made upon it 

2 The deposits of tbo hanks arc made as either cash 
deposits or credit deposits The bankers tbemselves create 
all their credit deposits 

3 They create these credit deposits in the proportion 
that they maintain between their cash and their bahihtics 
The credit deposits increase or decrease occording as the pro 
portion decreases or increases 

4 The Banks tlicmselvis decide what the proportion 
shall be 

5 It IS the practice of the hanks to extend the creation 
of credit 80 that they only retain the minimum proportion 
of cash which they consider necessary for their own safety 

6 As soon as the safety limit is passed, the banks Lave 
to call in loans to regain Ihcir ncccssarv minimum proportion 
of cash and the market has to borroTv at the Bank of England 

7 As soon as such borrowing begins at the Bank of Eng 
land, the latter obtains control of the market 

^ As the hanks usually work up to the safety bmit, a 
Tcrj sbght displacement of money will as a rule, necessitate 
borrowing at the Bank of England 

9 If tilt bankers decide to increase the aggregate of 
their balances at the Bank of England they can do so only 
with the Co operation of the Bank of England itself 

10 The natnre of the credit creatctl br the Bank of Eng 
land 13 the same as that created bv other banks 

U Lnlpss loans made bj" the Bank of England are with 
drawn in cosh, the loans do not aflect the reserve of the Bank 
of England, but only its proportion , that 13 the ratio of 
Its reserro to its liabihtics on deposits This is the same m 
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effect &s loam made !>} othi*r bank*, anil tbo Bank of 
4 lec{(les whcthir it* proportion flt any tlino is soincient 
12 If the Bonk of I osland decides tint it w desirable 
to check gold expoTts from this country, or that more gold 
mast }>e attracted from abroad as the ln.*i< of rreilit in this 
market, it will raise its ininimnm rate of discount , in the 
reverse case it will lower its rate in the interests of the trade 
of the conntry 

Tnr Orr'c ssn lir'^oo%T IUekct 
T he short loan op* rations and the discount or open 
market operation* are intimatelv eonnecti'd and the discount 
market is a vtrv important siction of the Ijonilon Money 
Market BiscountinR n bdl means that the bolder of the biU of 
exchange wants funds and can *<II «t to a purchaser for Ics* 
than its face value lie is put in possession of fund* immedl 
atcly and thi refon he can part with the bill for IcM than it* 
lace value which wall be dm alter some time 

Tlie lotdon joint stock banks do not deal direclly 
the purchasers and sellers of tiills of exchange, bat through 
istcrmeiliano* known a* the bill brokers A bank manager 
cannot jxxsiM) come into direct touch with purcliascrs and 
aeHirs of bills st<ecial]y when the banking husims* has centered 
iQ the bands of a few tug hanking corporations Thereforei 
most of the discounting business is condiicteil br specialist* 
known as bill brokers and discount houses 

Tliere are the original posse*«or9 of the bills for discount, 
the Ixindon oftlce* of the colonial and fonign branch banks 
They receive bills of exchange for collection and at times are 
in need of money immediately In such circumstances they 
get the bills di«counte«l and citilize the proceeds in financing 
cxjiorts There are the liondon offices of the joint stock banks 
The manager of each bank has a finance book having ft 
record of the amoants to be received on one side and a record 
of the amounts to bo paid on another side The excess of 
receipts over parmeiits shows the balance whicli the bank 
manager can ntibre in lending money on the eecanty of bills 
of exchange An estimate is made of the payments to 
"be made during the day and of possible receipts also The 
manager of a London joint stock bank is m a better position 
in this respect than the manager of a colonial bank The latter 
“has often unforeseen demands as he may get a cable asking 
him to be readv to meet the drawings that are bemg made 
-upon him during the day , but the manager of a joint stock 
bank knows his requirements approximately for the week 
The loans are nsuallv granted for seven days If the 
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market ]s well supplied with funds, the banker will like to 
increase Ins loins to the broker, but if funds are scanty he will 
not lend more than the sum for which usually an arrangement 
IS made The foreign and colonial banks lend money from day 
to day owing to the special natnrt of tlieir business They 
cannot know their requirements in adrance and cannot 
therefore place funds at the disposal of the brokers for a week 
or so The} prefer to lend for adav or for a period of 24 hours 
The amounts range for £ 50 000 and upwards The banks haro 
the right to recall this momy next morning Hence it is 
known as night or bad money Such loans are not liked 
by brokers but the} can tide over a ptriod up to 24 hours 
This money is lent at lower rates than the weekly flxtarps, * e , 
the rate charged for overnight mone} is lower than one 
charged for loans for a week \rrangenients are made by the 
brokers on phone or through personal visits and they find ont 
which bankirs are lenders and whnh are calling m their loans 
hen mom y is unlendable at an} price it is called ‘ a drug 
on the market 

There may be a time w hen the banker ma} have no balance 
or may base a balance on tin liabilities si le for the day Then 
ho will call in his day to-dav loans and will not renew his week 
ly loans There may be ft time when all the bankers are call 
Ing 10 their loans Ik cause of scarcity of money due to a great 
demand for it Tlie broker then has no alternative except to 
go to tho Bank of England for help The market m such cir 
cumstanees is in the Dank The broker tries to avoid this 
jtosition ^cause of tho exacting terms charged by the Bank 
of England Under such circumstances the position indicates 
that the banki have creatcil credit to the utmost limit consis 
tent with safety for the lime being 

Tlie securities on which money is lent to the brokers are 
known as floaters and toemmaU The former change hands 
and float about tho market as the short term gilt edged bearer 
securities like the Treasury Bills, Exchequer Bonds and Consols 
Terminals arc tho securities with only a short period to run 
before they fall eliie for payment as Treasur} Bonds and simi 
lar short -dateil bonds 

^^'hen a banker lends money ho pves a cheque to the 
broker drawn on the Bank of England Or the broker draws 
a cheque on the lending banker and gis'cs securities or bills 
m exchange to tho banker \\Tien a loan U called in, the 
broker give s his cheque on bis own banker to the knding banker 
and gels back Ibo securities Borrowing and lending opera 
tionsan alwavsgoing on and when the broker gets thesecuritics 
i>ack, he immwliatcly pledges them with another banker to get 
flccommodatiun 

F 
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Dow TnEPE BIUA OEIOItATE 
The b5TU citcuUtins on the London duconnt market enter 
England from foreign conntnes la cTcry foreign centre 
people are readv to export Iheir gooda and to facilitate their 
operations the assi«tance of the InnLers abroad is required 
The London branches of the foreign tianks pnrchase biDs of 
English exportm srhich the latter hare djawm on foreign 
importers The banks lend these biUs to their foreign branches 
and the latter get money m doe coorsc These funds are nti 
Ii/ed for puTcha-oing bills olTsred for sale m foreign centres 
erhieh are dra-im on London The txportcri get payment for 
their goods by drawing bills on London and the English 
eypor*er8 get payment by wUmg their bills to London bankera 
-All inch bills bnd their sray into the London discoant market 
Bilb are also drasm for servici-a rendered and debts doe 
and people snU parcha'c them for sending to their creiUtors 
in settlement of their debts and obligations These are clean 
bills snthont documents In any shape or form They are sent 
to London to be ditpoacil of m the market 

There are other bills drawn on and accepted by the 
London accepting houses and the London branches of foreign 
banks in connection with xanous finsocial and commercial 
transactions Besides, there are bills in connection with 
utemal trade ot the country 

Bank paper means those bilb which are drawn on and 
accepted bv the joint stock banks and finance booses and also 
those which are drawn on and accepted by (he London Offices 
of foreign banks In short., honk paper meami either bank 
acceptances or paper endorsed br the bonks 

Fine trade paper means all eommcrcial bills drawn and 
accepted by first class merebaots and traders The term ‘clean 
bQls as far as the Bank of England u concenicd means those 
bills which bear on their face exidenee of their being drawn 
ngainst specific shipment of coniinoditiea or other seennty 
The discount market does not deal with docnmentaiy 
bills, * e , biHa of exchange with sluppmg docomonts attached 
Bdla ongmaUy drawn with' sfaipping documents attached 
"becomo “ clean ’ after the documents bare been dehcered on 
tbe acceptance of the biDs 
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Bank for International Settlements 

The echemo for the Bask for International Settlements 
was fonnulatcd m March 15>29 by tho Committee of Experts 
in Pans This proposal of the loung Committee was the 
logical outcome of the eroiution of post war financial history, 
which was characterized by two cnrrtnts the attempt to 
rtstoro monetary stability through the co operation of central 
banks, and the eodeaTotir to adjust to realities reparations 
and war debts claims Both these factors were moving 
towards the establishment of an international organization of 
some kind Though they were advancing independently of 
each other thev reached the stage m a sininltaneons way when 
the ncwl for the creation of an international body of some kind 
ha 1 made itself felt more acutely an 1 when its reaUzation had 
Jx>ron3c a mattpr oJ practical politics 

Monetary conditions m tho immediate post war period 
exhibitctl a picture of desperate chaos The year 1923 was 
the culminating period of the post war crisis m Fiiropean 
finance Budgetarv deficits currency inflation, depreciation 
of exchanges mcrtaning txpiiiduurc and rising prices were 
the common (conomic {iHnotnena The former continental 
hclhccrents found it impossible to raise an external loan and 
the few experiments m this connectioa resulted m a failure, 
thus discouraging furtlier attempts 

The first sign of rilicf wastin' stabilization of the Austrian 
cschange A reconstruction scheme was put into opera 
tion, tie credit for which was due to the Financial Committee 
of tlie iguc of Nations and to the Governments which relm 
qiiisheil the priority of their claims an I guaranteed a portion 
of tho Keconstniction Loan Tliua \ustria could get the ne- 
cessary funds for tho stabihzition of the Krone The Bank 
of I nginnd plarotl an important part in this connection by 
printing an adiance to the \u3tnaa National Bank so that 
\ustnan exchange could be stabdueU during the transitional 
jHnod between tho conclusion of tho agreements for the 
n construction scheme and the actual issue of the loan The 
reconstruction scheme could not have succeeded without this 
advance 

Tlds was tho first pubbe act of co-operation between 
central banks m the post war period In the beginning this 
inoveinont of eo operation was one sided because the stronger 
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"banks eupportfd the ireaker ones Later on, it gradnally 
dcrelopctl into a system of reciprocal sopport In theory, the co- 
operation was to be only between central banks on a gold basis, 
bnt on several occa-sion», central banks of countries with 
jneonvortible paper currenejes were also admitted 

There were two mam objeets of the mOTcnient (1) the 
attainment of economic reconslmction and monetary stabib 
ration and (2) the prevention for a scramble for gold by central 
banks Tliere was a sab*i«ltaty object also, namely, the estab 
lishment of closer business relations between central banks 
At the same time, the folotion of the problem of reparations 
transfers abo was facilitated 

The Bank of Fngland also rendered similar services to 
the Hungarian 2»ational Bank, and it retnmed the intere*t 
paid on Its advances to these institutions In the case of 
Oennany a gnap of central banka supported the Keichsbank 
by pbicmg capital at the disposal of the Gold Discount Bank- 
The number of partiap^ts in the movement continoed to 
iactca«e and the stabnoation of the Behnan franc, the lira, the 
aloty, the drachma, etc , was earned oot with the help of the 
credits granted by the growing group of central banks When 
the gold standard was restored lo Great Bntam the support 
■was granted esclo'ivcly by the Federal Beserve System 

The efforts of central banks lo this rp«pect were generally 
conducted within the framework of the schemes of the 
Xeague of Nations , but on certain occasions they acted in 
dependently In the case of Poland, a scheme was worked out 
without the assistance of the Leagne of Nations 

It IS true that the co-operation of central banks in the 
atabilization of currencies was commendable . but there were 
certain disadvantages also of this course The central banks 
■w^ch extended their support were too dictatorial toward the 
■coantncj which needed fheir support sad, therefore, Hus sort 
of help was considered as a sign of mfenontT ^ the weaker 
banks Thus countries which could do without the support 
of the group of central banks obtained help from other qnax 
ters The Danish National Bank, for instance, stabiliied its 
•exchange with the help of credits granted by Hambros Bank 
and Amencan banking interests Si milar iras the case with 
■the Bank of Spam- 

In the case of Bulgaria and Estonia the supporter* insist 
■ed that the central banks should be coutrobed by private shaxc- 
holden and not bj Government This caused inconvenience 
to the central banks standing in need of support Gltimatelr, 
■of course, these dictatorial methods were beneficial, but the 
countries standing in need of support became leas and less 
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inclined to snbimt to them They relactantlv consented m 
case of emergency, but as conditions became normal, they -were 
doss willing to accept interference from outside 

It was therefore desirable to devise arrangements by 
■which the couatrie® standing m need of support could parti 
•cipate m the authority which determined the terms of the 
support To ask for and get assistance in this manner would 
"be less humihating This was one of the ratsona deire of the 
Hank for International Settlements 

The second principal aim of the movement of co operation 
■was to prevent a scrami le for gold It will be seen that the 
•assistance given by central banks for curreny stabilization 
was not merely an act of philanthropy It was to tho interest 
•of the supporters also to create free gold markets 3Iost 
-central hanks are authorized to inefude foreign exchanges into 
their gold reserves, but there was a tendency on their part to 
replace these currencies scith actual gold This might mean 
a sudden demand for gold sometimes and might lead to heavy 
withdraw ala of gold w Inch would prove embarrassing There 
fore an understanding was reach^ by which central banks 
undertook not to withdraw gold trom each other mtboat each 
■other 8 consent 

This principle had also been extended to the South 
African gold dealt with m the open market in London It 
was the Bank of England which carried out the buying orders 
on behalf of other central banks It 'was to the interest of 
the central banks themselves to co*ordiiiate their demand for 
South African gold to avoid competition which would force 
them to pay a higher price This understanding did not work 
well and the Bank of France and the Eeichsbank made heavy 
■withdrawals The co operation between central banka had not 
■thus reached an ideal state and the Bank for International 
Settlements could play a useful part in this direction 

An auxiliary means bv which central hanks have been co 
operating is the establishment of closer hoainess relations with 
•each other This tendency has been stronger in the post war 
period than in the pre war period For instance, the Reicha 
bank and the Bank of Franco established accounts with each 
other for the first time in their history in the post war period, 
and the Eeichsbank introduced a system facihtatmg the transfer 
of funds from one country to another through centrid banks 
Another auxihary function of co operation between central 
banks was to facilitate tho task of the Agent General for 
Separations Payments of the trauafer of funds 

This movement of co operation was gradually workmg to 
■wards the restoration of normal conditions , but its shortcomings 
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vpre bccomjns evident It te« too informal and too 
Tagne in character and its agreements had no binding force 
Its worUng ako vras too clnmsy and casnal There ivas, 
therefore a great neccssitv for an o^nization to systematise 
the CO operation of central banks Snch an organization 
appeared to present the foQowiog advantages — 

(1) It could place cooperation on a systematic basis 
and the casual character of the movement could be replaced 
bv a svatematic organization 

(2) A central administrative organization could be 
provided because before the cstal»li»hment of the Eank for 
International Settlements there was no bodv engaged in 
organizing and co-ordinating the movement 

(3) Personal Interconrs* between central bankers could 
be facilitated, because the new organization conld provide 
an opportunity for frequent meetings of the leading central 
bankers 

(4) It could al 0 establish discipline among central 
banka because the existence of the oiganizalion was expect 
ed to reduce the numlKr of violations of the principles It is 
less humiliating to accept the ruling of the Bank than to sub 
mtt to the decision of tadindual central banks 

(3) The movement of co-operation was expected to bo 
more efficient, because it was expecleil to avoid mneli waste 
of time in the arrangement of credits, etc 

(6) It was expected to increase the number of coon 
tries on a gold basis, because the central banks which were not 
on gold standard were excluded from participating in the 
share capital of the Bank 

(7) It was expeeted to facibtato the exchange of statis 
tical and other information 

(8) The Bank was also expected to prevent the scramble 
for gold and to prevent tho falliag tendency of the mter 
national price level 

Pboblexi of Repaeatiovs 

The obhgation imposed upon Germany according to the 
Treaty to make huge reparations payments mtroduced 
complications into the international money and exchange 
markets Inter Alhed debts also worked m the same direction 
Tlie principal exchange affected by tfae»e factors was the 
reichsmark, though their effects upon the currencies of other 
countries also wire not negligible 

The Peace Treaty did not make any pro-nsion fox dealing 
With these exceptional factors which w ere allowed to take their 
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own course The Dawes Scheme of 1924 reaUzed tlie gravity 
of the «iitaation and it made provision for maclunery to regu 
late the transfers of reparations parments so as to indict upon 
-the mark the least possible harm The duty of the Agent 
General was to collect reparations and to see the most oppor 
•tune moments for their transfer to the ^Vllied creditors while 
the object of the Transfers Committee was to stop transfers 
when they endangered the stability of the Reichsmark The 
German Government w'ls thus reheved of the responsibihty for 
transfers and in respect of reparations tU duty was to make 
pavments in Reichsmarks only It was the A^ent General 
who in CO operation with the leading central banks arranged 
the transfers in a way that thev might cause the least possible 
inconvenience m the foreign exchange markets 

The Dawes 'Scheme could not be put to a real test until 
-early in 1929 when Germany could not raise credits abroad 
and after 1929 Germany could uot make reparations pavments 
■* Thus it appeared that the fact whether or not the transfers 
■of reparations pavments disturbed the exchange depended 
not 80 much on the eCBciency of the oi^mzation of transfers as 
on fluctuations in the mteroatwual loan inaikot But for tho 
replacement of the Dawes Plan bv the Young PhD the clause 
of the former providmg for the suspension of transfers might 
liiTc bad to be applied in order to avoid another collapse of 
-the Bcicbsmarl 

There was thus a very great necessity for some central 
organization which could direct the co operation between 
■central banks to facilitate reparations transfers It would 
not have been easy m the absence of such an organization to 
jeenre the support of all central banks to help GermajiT during 
the penod of transfer difficulties The fact tl at reparations 
transfers would cause fluctuations in the mtcmational loan 
market was unavoidable irrespective of the estabhshment of 
anv organization go long as the payments eiceeiled consider 
ably Germany s capacity to pay or her normal resonrees But 
the influence of the capnccs of the capital market could be 
moderateil by a pennanent central orgamzation equipped with 
tl e necessary powers The same organization could act as 
trustees for tcpaxations payments and help m the commercial! 
ration of reparations payments and also m the financing of 
deliveries in kind 

A change m the srstcm of reparations payments was also 
necessitated by the greater prestige and might which Germany 
had come to occupy in mtemational pohtics In 1926 she was 
admitted to the League of 'Nations and given a seat on the 

» /fanX. for In fmaiional SeUUmtnU by Dr Paul Eimif: Mrs 
£3 rhrd FUiUoo 1932 



CV BP i:\CT A\DCOyiilEPCE 


'*10 

Council anionff the other leadios powers Thtis her TOice 
carried considerable weight in international conferences A 
change was therefore ncceasary in the humiliating system of 
control which had been established by the Dawes Plan 

The establishment of an international institution, which 
could manage reparations payments and which at the same 
time could secure tl e to operation of central bants was highly 
nece« arr Tlie new oigaiuzation would thus achiere the 
douMc object of providing for co-operation between central 
bants and facilitating the tranafer of reparations payments 
and inter Albed debts 

It has been pointed oat that the combination of the fane 
tiona of a central office for central bants with tho<e of an office 
for reparations payn ent» implies some contradiction Co 
operation between central banka is a product of idealism, 
but the endeavonr to get reparations is a survival of the spirit 
of hostihtv and thns the two objects are incompatible It 
may be 8\id that reparations would not go on for ever, bat the 
existence of the Bank, woold be permanent 

From the point of view of the reparations the advantages 
of the Bank as embodied tn the koosg Plan are as follows — * 

(IJ If simptified the whole reparations problem by 
nnifying the existing elomsy, eompheated and cumbersome 
organizations It introduced economy and efTcieccy and the 
Bank u nore suitable than any other organization to act as 
trustee for the reparations payments 

(2) It could be of great help in the commercialization 
and mobilization of the reparations debt The prmciples on 
which commerciabzation may take place can he laid down once 
and the permanent organization would then carry ont the 
mohQjzation at the most suitable time 

(3) It could play an important part in the direction, 
control, and financing of deliveries in kind 

(4) It was to provide an authority which could adnse 
the creditor Governments as Co the German Government s 
declaration of its inabihly to continue the transfer of post 
ponahle annuities 

(5) It was expected, to help Gennanr to avoid the neces 
sity of snipcnding transfers, because under the Aoung Plan 
assistanee In the form of credits was to be provided for m cose 
of temjKirary difficulties 

(G) It was to take charge of the Investment within 
Germany of PeJehsmark paymenU made by the German 
Govenunent during the period of suspension of transfem 
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(7) It vT'is eipectPd to create additional facilities for 
Oemian exports bv ficiUtating the reconstruction of certain 
countries and the economic deve’opmcnt of others 

(3) It -was meant to rwlncc the political character of tno 
reparations 1 roblcm and it increased neutral elements in the 
administration of reparations 

(9) It was to contribute, out of its profits, towards the 
rarmeiit of the last 22 annuities to proiido relief to fiermanv 

(10) It was expected to improTo financial relations 
between former l>clli{ferenta by the establishment of a per 
roanent link hetwoen their financial authorities 

(11) It was also expected to prerent a fall in the inter 
national pric( loiel and thus it was thought by some of the 
authors of the RChemo that it would pnrent au increase m the 
burden of reparations and inter Allied debts 

FUNCTIOXI OF Tiir BaMl 

Tlie loung Plan di’cnminates between the essential or 
obliffatorj functions of the Bank and its auiiliarr or i ermis«iblo 
functions The former arc those funrtions which are 
inherent m the reciipt managiinint and distribution of the 
annuities while the latter art those whirh erolre more 
mlircctlr from the character of the annuities Thcro is no 
liani and fast lino between the two sets of functions because 
the first lead natnraiir into second ’ The Ians Fxperts 
expected a pradual increase in the relative importance of the 
auxiliary functions of the Bank and hoped that a time might 
come when these functions would orershadow the reparations 
functions for which the Bank was primarily created 
Nox Reparations roNmoas 

(1) Assistance to countries wishmg to restore the gold 
standard 

(2) ^kssistauce m the maintenance of a gold standard in 
case of emergency 

(3) Assistance in the relief of temporary pressure 

(4) Establishment of an mtcmational gold clearing sys 

tern 

(5) Estabbshment of an international exchange clearing 
BTStem 

(6) Regular collection and exchange of information upon 
the international monetary situation 

The other tasks besides those mentioned above are given 
below — 


1 art 6 of the kouog Report 
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( 1 ) To rrpiilate nn<l inflofnct the world pnee Jetel 

(2) To m the fnternatios'vl distnbntion of credit 
(1) To take an intcreit in the flnancul reconstruction 

o! LiKsia nnd China * 

(4) To assume the tflie of trustee for nil debt serviees 
iinler inlemtional control — for instance, in the case of the 
Gr«-<k citemal debt 

{’») To appoint financial ndnsors to Goremments and 
central hanks 

(f) To assnme the control of the anan^menls to pre 
sent the counterfeiting of bank notes 

(7) To colleit and distnbnle information fts to the prac 
tice of canons central Mnka in tho matter of gold shipments ’ 
Tlic ^oung liepofl alludes to the Ttanks task of opeuinsf 
up new fields for commerce wbieli lean s a wide scope for itna 
cination lust possible, it mar merely refer to the anticipated 
incre^’c of intcniationjl commercial actints os a result of the 
atal lization of ccrrencie* \ccordinff to its ifatolii the Hank 
IS not allo»Hl to aefjnire shires of or to fake a controllws; m 
tifcst in business undertakings Tlicrefore there coohl be no 
sjnestion of any dmet pirtieipalion in enterprises aiming at 
the creation of new markets for export fradt Morcorer, tho 
opining up of new countries ri-sinires long tenn inmtoeota, 
and the Bank is thns hardly suitabt » for the porposc , bnt it 
may ajuiist any scheme by sopplring the short t< rni capital 
required if the long term capital has once been provided for 
The object of the non reparation fonctions was to bnng 
about a more equal distribution of the Cnancial nsourccs of 
the worll a* between ranous countries Tlirougli unproviDg 
the spirit of cooperation betaein central banks, the Bank 
«as lutindcd to he lOKtnimental in irgulating the demand 
for gold, and bv eiiianding or contracting credit, It was 
espccted to influence world price* 

CovsTTrimo-s OF Tire Bank 

The Young Plan made provision for the estabbshment of 
the Organization Committee, on which the seven onginal 
countries are represented on a basis of equabty The task of 
this Comnuttec was described as tho drawing up and clabora 
tion of the statntes and charter of the Bank, and the making 
of all preliminary arrangementB nntil the formation of the 
lioard ot Directors 

The Board of Director* according to the Toting Plan was 
to be made np in the following manner — 

(1) The Governor of the central banks of each of the 
acren original countries wa* to be an exnifficto director of the 
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Bank Each of tlicso Gotemors was to appoint one Director, 
being a national of his coontry and representative either of 
finance or of indnstrv or commerce 

(2) Daring the period of the German annuities the 
Governor of the Bank of trance and the President of the Rcichs 
bank may each appoint an additional Director of his own 
nationality, being a representative of industry or commerce 

(?) The OoTi rnor of the centra! bank of each of the other 
countries participating in the share capital of the Bank should 
furnish a list of four candidates of his nationality for director 
ships TVo of them should be representative of finance and 
the other two of industry or commerce From these lists the 
fourteen or sitteen Directors mentioned m (1) and (2) above 
should elect not more than nine other Directo’^ 

(4) From those first appointed four groups of five 
directors shall be chosen by lot their terms nspectivelv shall 
end at the close of each of the first second third and fourth 
Tears from the establishment of the Bank fcubjcct to this, 
the term of office of the Directors shall be five years, but they 
may be reappointed 

Any casual vacancy shall bo filled m the same manner as 
prescribed for (rigmat appointment The Duectora shall 
elect a chairman annually from th»‘ir own number lor ordi 
nary decisions, inchidiug tho e mvolnng elections a simple 
majority is enough but in other ca«es, <* y , m the case of an 
amendment of the statutes etc a two thirds majority shall 
be rcfiiiired 

The Pans experts anxious to safeguard the independence 
of the Bank from political infiiieuce declared that the func 
tions of Directors were incompatible with those involving 
national iiolitical responsibilities The composition of the 
Board gives the seven original countries a voting strength 
greater than their participation in the share capital of the 
Bank Though they got 50 per cent of the shares they have 
obtained 16 scats out of 2^ on the Boanl which comes to 64 
per cent of the votes, esclndmg the casting vote of the 
Chairman Tlie interests of the small participants are not 
sacrificed, because there » seldom unanimitv among the seven 
original countries when questions of importance are involved 
Ihirtlier, m case of decisions of importance, a majority of two 
thirds is reqmred, and the sixteen Directors representihg the 
seven principal countries, even if onammous, iviU have to obtain 
the support of at least one Director representmg smaller 
holders to obtain the necessary two thirds majoritv once the 
number of Directors reaches the statutory figure of twenty 
five 
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fiaAFE Capital 

Tfc ihare capital was fixed at the c^lolTa]eat of 
< 100 fiOO 000 of which 25 per cent was to be paid op Thu 
^ornes to £ '> 000 000 The distribotion of ihares is such that 
the control u retained in tie hands of the seren pnncipal 
countnc^ rp»pon*iblc for the scheme Other particlpaaU 
mar inrlmit (ountn<g Interested in reparations and coontnes 
<n a p M or paid ezchanpi. laaw I tit their total interest can 
nev«r xc<“c<l -11 i>er eent of the share capital The central 
banks can paw on tl e si ares to the pcneral pnblie after harms 
sul'oribfd them but ther retain the rotinp rights attached 
to the sharfs 

It mar l»o i*ointe<l ont that the Hoard was not meant to 
consist eiclusirelv of hankert 1 ot mipht include the repre- 
scntatires of industry and commirce 

Deposits 

The Hank u entitled to receire deposits of the following 
iatcFonea — 

(1) deposits on annuity account from the creditor CoTcro 
meats 

('*) deposits on clearing accounts from centml banks 
consisting of gold 

(3) dcpoiiti m connection with the Bank s reparstions 

functions and 

(4) a special deposit from tbe German Gorenunent 

The Bank can pay interest on deposits not liable to with 

•drawal except on one months notice, and its rate of interest 
Tones acconlmg to tt c nati re of deposits 

Part TI of the \ounst Peport enumerates the operations 
which the Bank can nndirtake The Board of Directors is 
entitled at its discretion to include others There is a clanso 
which entities tl e central banks to Telo any transaction of the 
Bank in their carrencr or with their country Tbe Bank can 
bny and soil gold com and hulhoo which probably means that 
the authors of the scheme bad in mind the eatabluhmcnt of a 
gold reserve It can earmark gold on account of control banks 
which shows an idea of tbe establishment of international 
-gold clearing The I ank can deal m biUs and other short 
“term obligations It may open deposit accounts with central 
banks, re^lisconnt bills presented by central banks make ad 
1 ances to central banks on security and buy and sell long term 
secunlies other than shares It may issue obligations which 
"have investinents m Genmuty as coUatcrai security, or other 
long or short term obligations of its own. The Tank is 
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S(urE Capital 

The share capital was ftxcd at the e/jaiTalenl of 
S 100 000 000 of which 25 per cent was to be paid np Thu 
monies to £ 6 000,000 The distribotiOQ of shares is such that 
the control is ritaiood in the hands of the seven principal 
conntnis risponsible for the scheme Other participants 
inav include countries mtmstod m reparations and countries 
on a poll or pold exchange basis, but their total interest can 
never exceed 44 per cent of tbo share capital The central 
banks can pass on the shares to the general public after having 
subscribed them, but they retain the \otlng rights attached 
to the shares 

It may be pomte<l oot that the Board was not meant to 
consist cxclnsirelr of bankers but might inclnde the repre- 
sentatiTca of industry and commerce 

Deposits 

The Bank is entitled to receive deposits of the following 
eategories — - 

(1) deposits on annuity account from the creditor Govern 
ments . 

(3) deposits on clearing accounts from central banks 
consisting of gold, 

(3) deposits in conoection with the Banks reparations 

functions , and 

(4) a special deposit from the German GoTcrmnent 

The Bank can pay interest on deposits not liable to with 

•drawal except on one months notice, and its rate of interest 
-sanes according to the nature of deposits 

Part ^ I of the koong Report enumerates the operations 
which the Bank can nndertake TTie Board of Directors is 
'entitled at its discretion to include others There is a clause 
which entitles the central banks to veto any transaction of tbo 
Bank in their currenev or with their country The Bank can 
buy and sell gold com aod boUion, which probably means that 
the authors of the scheme bad lo miud the estabbshment of a 
.gold reserve It can earmark gold on account of central banks 
which shows an idea of the establishment of international 
^Id clearing The Pank can deal in bills and other short 
term obbgations It may open deposit accounts with central 
banks, re^scount bills presented by central banks, make ad 
vanees to central banks on scconty an! buy and sell long term 
accunties other than shares It may issue obbgations which 
"have investments in Germany as collateral secnrity, or other 
^ong or short-term obligations Of its own. The Bank is, 
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(1) It »Iioi II a flnaflfW n-niro of »om'‘ Irnportnnrf, 
wUh liv«lr intrrnatkiaal banking •ctiritf 

(.j It slioii! I pniti-t* a CoM fun'll rsrl;ane*' rnarlrt. 
%itU faciUiua to traiwaci Iimincf* Iii <*Tpr 7 imiof 

taut curnncr 

{1) It »h»iun A I markrt, ^th amfl^ 

»HI I at! I A iv^Tihr (Ifmand, an ! fl fomf lole frtvdoni of poM 

nt<iT< 

it) Ir iliuiill ft poo<! bill tnirkrt 

('} lu p'^osTArhir-il position *IionI<I In' edvantapiont, 
wjtli nsanl to int« fwarN* »ifh New ^orL 

W I) Inn at 1l o tjm* ol tlie T'*t->Mi»!nn<n* cf the HtnV. for 
Internaiinral Sottlnm nt«, Aatl'tlrtl tfirtc rr<)nJrttneBti to » 
cn-ai*r extent tban arij «tlnf rtnlrt, Irtit junlr finaacial 
« ton If rat ions did not iresall and nitinntrlj lljtl «W wlert* 
nl a« a mattir of coniitromke In ttii* coanertlon thn Noun? 
IN port ftal'tl tl at the Itartk »1 all l»' Inraiwl in a Inan 

etalwntn h*nnft« r to Ik* iIo<ii;:natfd In atlertm? the cottnt'7 
of mcorr*orati<tti tlno consjjJ* niton shall Iv gnrn to obtain 
inp pow* n *n fich ntlp bruftil tt» «oable it to j* rfomi if* fnnc 
tions wilt r<-ini*itp ff«T«Iom i*r«l with imnWe inimuniti^ 
from tttsalion Vf»«Ilei* to •ir that anj country wohU 
liari N-on jrr pared to giro iofijrientir bread jHiwm to lb’ 
Itank in thl* cf nncrii<»n, iKCftQM lh«* fount rf of location wool * 
iia\c fbiainwJ a great flnanml prvitigt b^ the exlsteaeo of 
the Hank »lthln It* bonier* 

Another itn|*<irtant «|ae<ition Iwfore the Orjranizlng Com 
milU-e s»8s whether the Itoinl of the Hank ihonld Ik cirm * 
comparatively (re* band or llu »cop«* of the institution shonl I 
fie tharjy diftned Tlie schenie Iwlitg without {nccfUnt, it 
was not po«sibli to draft faanl and fast rnhi regarding the 
exact sphere of the flttivlty of the Hank The rules were cr 
IK-ctffl to grow ffTiro the ex|>enfn« of the institution 

Nrstwl interests, however, feaml lliat the Dank would 
Iiecome n formidable rivnl to them Tlie Noung I'cport had 
empliosired that it would not interfirt with the functions per- 
formed by t’n existing institntiuns, but this was not suftleient 
to put confidence into the existing banking interests which 
clairntd mon eiKCillc guarantees egsltut tbo comjwtitioa of 
the c<w Honk 

The inclusion ol a clause m the atatntes to tho effect that 
the Bonk should not compete with the existing institntions 
would have paraly sed its actinlles altogether Certain clauses 
have, however, been included wbfch offer safi-gnanls against 
competition The tt&tatea differ from the Noung Plan inas 
much AS the} debar the Bank from undertaking certain types 
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of tran^iftlunJ Tlio Hank l« rteMrreil bj the itatnlM from 
cnrrjjoj on lltc* follovini; bimnM< — 

(I) It cannot bank not<s paj'uMc to bearer 

(J) It ii forlmlilen to umlcrtake ncevptanee busincM 
This *05 meaijt to re»*sure the ncctplance hou»es. l>cciaso 
amptnnn busin*ss is probahU 11 m most com[M titire branch 
of lanklnz b'urtlur the authority of crontinc ncceptanco 
onniits wonlrl optn unmc«s« possibUitM s of enslit inllttion 
Tills prohibition does not in anr «at hamllcap the Banks 
normal nctniti**, Ixcausi its ol>j« ct Is to re «lisconni bills from 
the port folios of till c» ntnl banks and not to i n ate n s ulnme of 
ndilitiunal bills 

It doc* not bnwt rsr, tnisn that the « xcliisum of the Rank 
from till ncciptanci' InisineM enn prertnt it from compotinz 
■Kith binbs in the Pnancinc of forenm trartt Tlie Bank can 
estaiilisb csmtacl with fonizn bsnks with tin t*crmissian of 
the cintral banks cones rnisl, an«l thus it « ui discount their 
bills Tlie Bank theft fm can tlnansa (nnizn traile by dis 
coantins bills sUurtms Imsinis* tlnnbi from nccsptince 
liniiscs Tin B ink ssoitl I not bowiTtr ft < >rt to such dinct 
competition ami it can else all the support rniiiirwl through 
the ciiitml banks concirind Ths result is howisir, tlio 
same fur if ther en ibh cli< c« nlral banks to llnanco n larger 
portion of tbr forilgn trilcof tbiircountriis, thi r dinrt thcro- 
lij iiuiliiess wlilch would iiormallt has« fouml iis wn> to acesp 
taiiu boiisi* and to bank* cngagesl m nreeptanr* businiss 
Tliiis thi restriction pftTinting the Bank from pranling 
acc« ptance cndils is liioti a] paruit than rial Theultimati 
result is the same wlictlur Hit Bank gnints din'd actcptanco 
cfttlits or it n discounts tills bsld bj csntril bink* enabling 
tliem to increasi, m turn, tin limit of rt-discoimting facilities 
granted to tin banks m tlicir muntrus But thw comptli 
tion is less aggrissiac and is likely to provolt lis* hostiht) on 
till X'^kTt of acsttnl interests Iht Board of thi Bank is to 
aiso Its power* with disention Tbe prunara object of tho 
Bank IS not to prosidi for a inon. wiual distribution of tlie 
worlds financial rtsourets, but to support a eurmcj m case 
of cmergeno la doing so the Bank cannot In Ip competing 
to some extent with banking interests but it is not Justifiable 
to go further than is uecsssarr to maintain international mono 
tiirj slabllit) 

(I) Tho Bank is not allowed to establish any relations 
with Governments other than those' originating from its rOlo 
In connection with repirations It cmnot open current 
accounts for Governments, though It can open time deposit 
accounts It is not nlloweil to grant loans to Governments, 
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bat It «n (’Mcoant Treasury BOU aad other short term oblijri 
tiors of GoTerrments It can also grant loans to 
hanks on (he tfcunty of short term Trpasnry BiDs The 
central banks can re’o any transaefions with the Gorero 
nicnt of their conatrv, and thus the Bank can be prerented 
from taking an interest In the financing of (»OTemment? 

(0 The original '^oong Beport imposed a rrstnction on 
the acquisition of the control of ane bnsiness interest* In any 
connirr Tlie statutes amplifieil tfm restriction by a clao«e 
which prohibits the acqaisition of real property other than 
that required for the Bank • own purposes 

('ll The right of central banks to eefo anr transaction in 
th< ir conntrv or m their enrrenev which wa* pmnted tinder the 
\ onng Fepurt hv be* n modifie*! by the statntes If the veto 
had been left unrestnrted, any central bank could object to the 
withdrawal of funds inreste*! be the Bank fa its country, which 
would immobihae tl e f<-M)arces of the Bank The veto is 
useful when the central bank ot a country is aniioos to mam 
tarn tight tnnner conditions Of conrsc, ft wonld be seldom 
that a central bank »ould object to the inflow of foods It 
mar also be ii«ed with a«lraatai:re to prevent the Bank from 
inrestmg its funds m certain types of secnnties 

The Bank can enter into arraneements with central banks 
wluch antbonie the former to carry ont certain types of buu 
ness withoot the latter s specific permi'sion. 

(fl) The statnKs iinlikc the Young Peport do not provide 
for a miQimam percentage of tcicrre ratio on sight liabibties 
and time deposits The flank not being a bank of issne does 
not require to keep a miDitDOm reserve ratio '* From a prac 
tical point of Tie«, a* the mmimom reserve may include, apart 
from gold, any short term claims to approved currencies, there 
was no object in fixing a uuniranm percentage, as the Bank has 
to keep almost all it* a*»cti in such form that iW ‘ reserve ’ 
IS not much short of 100 per cent in any case It would make 
a considerable difference if part of the reserve bad to be kept 
in gold But inch a measure would be highly undesirable 
both from the pomt of view of general interests — as it would 
accentuate the scramble for gold— and from the point of view 
of the Banks earning capacitv ^re decision of the 

OTgamrmg Committee (o waive the rmmmum reserve require 
ments was, therefore fully justified ’ 

The statutes emphasise the necessity of maintainmg the 
Bank s bquidity and the assets which may be considered Jiqoid 
arc enumerated It is also laid down that, in determining 
the proportion of the Bank a assets which may be invested m 
any j articular currency the Board should pav doe regard to 
the dwtribn’ion of the liabilities of the Bant. 
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Tlie intcrnation'il character of the Bank is emphasized 
Tliero has been a desire to include the greatest possible number 
of central banks as shareholders md tho Board has been ein 
powered to include additional central banks with full anting 
rights on tho occasion of future capital increases The statutes 
curtailed to a great extent the powers of the Board of Direc 
tors, on which reparation powers Iiaio a stronger representa 
tion than at tho shareholders meeting b> dcprnmg them of 
their anthontT to alter statutes According to tiie \onng 
Flan, aacancies on the Boatil win to Ik fillwl by the nominees 
of the representatiTcs of tho seam foundtr banks onlv, but 
according to tho statutes the dteision rests with tho whole 
Board 

The Bank s etatntes were passeil at the Hague Conference 
of January 1930 

Cbcdit 1 Esouurrs 

Tho actual and potential credit resources of the Dank 
may be enumerated as follows — 

(1) Its paid up capital nroounting tn 12o 000 000 Swi^ 
li^ncs (under £ 5 000 000) 

(2) Its callable capital The authorised total of 
£00,000,000 Swiss iSancs is subscribed hr central banks and 
guaranteed bj the seron fonn ler banks The uncalled capital 
IS thus an asset of absolute certainty 

(3) Beparations annuities held antil their distribution 
to tho creditors 

(4) The German Governments non interest bearing 
deposits amounting to about 100 000 000 lieichsmarka 

(5) Other Gorernment deposits under tho loung Plan 

(6) Tho non interest bearing deposit of 125 000 000 
reichsmarks which belongs to the creditor Governments 

(7) Central banks deposits and/or current account 
balances 

The Bank possesses iramenso possibilities to expand credit 
over and above these resources According to the statutes 
it IS debarred from granting acceptance credit, yet in tlie long 
iim the Bank may ho able to increase its resources to an 
extent that is entirely without precedent in the historv of com 
mercial hanking It can do so in the pursuance of its normal 
functions of making adiances to and receiving deposit* from 
Its customers, the central banks 

A commercial bank can increase the amount of the advances 
It grants to its customers A part of the amount granted by 
it 18 left on deposit with tbo tank A part of the rest which 



2 oO CVnnf'^CT A\D COilUEFCE 

goes into circnhtion return* to the hank a greater part of 
wliich can he relent o»t*r and or’cr again, and the process 
r( suits m a marked increast of the total amount of deposit 
held hy the bank The Bank for International Settlements 
can also grant loans to central banks on specified s curme’^ 
and the tmmed balance of the loans irill increase its total re 
sources Asinthpca«< of commerml hanks the same amoimt 
can be re lent many tunes which must increa.se the total 
resources of the Bank 

The Bank for Intimational Settlements has ^ 
advantage over other commercial banks in this respect The 
expansion of tho resource* of the latter is limited by the ne^ 
sity (f m inlaining a certain ratio of cash to dejiosits 
amount of cash, inclading gold, notes and balances with the 
tentral bank is determined by the credit position and gol 
resources of the central inslitotion Commercial bank* thus 
cannot increast their rcsourc* s beyond a certain amount 
a hmitatinn does not apply m tho case of the Bank for Inter 
national S»ttlcmcnt« ft* ca-sb nsources include it* balances 
with central banks sthich constitute a very largo proportion 
of Its a««ets Its liquid asset* also inelnde all its holdings oi 
short term bilks acconling to the statutes Thus the incroaw 
of its deiHjsits brought about by tho granlmg of fresh tuhance* 
also increases its I quid assets almost to the same eitont, wbicn, 
m turn would enable the Bank to grant fresh advances bv » 
multiple of the increase The process has all the charac 
terestics of an aralancbc nnles* checked in tune by inherently 
sound management and conscrrative principle* It m*!' 
be raid that tJ e Bank would only grant advances on good seen 
ntv, but a central bank can easily proMde aecurity which can 
satisfy the Bank Any commercul bills endorsed by a central 
bink will pas* on as good seconty Central banks can also 
offer a part of their gold or foreign exchange reserves as secu 
nty for advances from the Bank It mav be anomalous tnat 
the game gold or foreign exchange reserves serve as security 
lor notes also, but according to their statutes many central bants 
can make double use of tl cir resources In theory, these 
central banks would bo able to jncrca.«o their note circnlatnm 
almost indefinitely by obtammg an a Ivance from the Bank, 
dcpoaitmg with it the gccaritie^ acquired with the aid of the 
foreign currency thus obtained raising on the security another 
advance and rejwating this process nd mfimtum 

It mav be pointed out that this question of the inflationary 
possibilities 18 of an academic interest only because the set 
back in the development of tl e Bank caused by the crisis has 
eliminated such possibilitic* for a long time to tome The 
crisis has very much reduced the credit resources of the Bank 
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The goodwill of most participatmg eentnl hanks has also snf 
fered and it is very likely that the management of the Bank 
will be very cautious in its loans policy m tnture 
The Bi.^K and World Prices 

Tn course of time after the crisis is over, the Bank would 
be able to exercise a powerful influence in the movements of 
■world pricea This does not, however, mean that the Bank 
for International Settlements mar become the sole institution 
in course of time, hanng the power of intluencmg international 
price level Apart from the natural and artihcial causes of 
price movements the conflicting mflutnees of central banks 
will also continue to exist hut the Bank for International 
Settlements may haie a moderating influence upon them For 
a long time after the crisis it will bt too fully occupied with 
the problems of its own consolidation to embark upon ambi 
tious experiments , but sooner or later, it mav be in a position 
to assume the rfilo of the priocipil authority regulating the 
international price lead 

kkTien price disturbances are can«ed b> monetarv causes, 
the mtencntion on the part of the Bank for International 
f’ettlements would be desirable The aim of the Bank should 
he to enable the international banking system to mamtam 
nn adequate volume of credit in spite of the inadequicy of 
the volume of gold 

This object can bo achieved in several ways — 

“ (1) The Tank can avoid deflation bv arranging a svste 
matic distribution of gold between central banks, thereby pre 
venting excessivi demand by some of them 

(2) Should It fail to acUicAe tius end, it can prevent the 
contraction of crctlit caused by a scramble for gold bv means 
of bringing about an extension of international credit resources 

(3) By Its mere existence it can make the same amount 
of gold serve as a basis for a larger volume of credit ’ 

The principal aim of the co operation between central 
banks has been to moderate Ibo appetite of some of them for 
gold and to prevent a fall m prices due to exces-iive demand 
for gold This object can be better achieved through the 
medium of the Bank for International Settlements than through 
informal co operation 

Tlic Bank can enable central banks to make a fuller use 
of their gold resources tlian has been the case so far Central 
banks have hitherto tried to accumulate a safety margin over 
and above the Icgil minimum ratio to satisfj a fluctuating 
demand If the Bank for International Settlements is in a 
position to support the central banks, the latter would be able 
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to ilmi-rfnv wjtli th** iiiiintraanfi of fli** ^afoty margin 
Icgil inmimiiM ratio <ouIi! aliw* be lowertvl, becaojp in w- 
of • n ( rgj n('r tf <• «ntral ! ania woaM J** »We to fall back upon 
tl f HanK for Internationa! SKltmenti 

It g} oubl how* ter, lie enipha<lt«I that, erm after 
r«»{<iratioii of rorniil tonditionv tin* Hinl^ '‘HI nerer l*e ah a 
to trejuir'* 1 pre<5otnin".nt mfluine*' orer worlJ prie** nioTcroenu 
Will nut w|oleh*arlKl roop*rntloti Iitt»cen thi Icaomn 
r* ntnl \ aiiis 

IxtCI P*T l.tTE 

Tluri H no rttx'iJion in the atatate^ or the loung 
f*r tilt (nonner in which the Itank for International ^ 
irmti » to fix If* rates of interest Thi« If, ofeonrte, a matter 
for the Itoarrl of Itiri'ctora to *leet«b, who ehnahl fix the renJu 
count mte and the rate of a'lxane** to meet the particnia 
circumstanees of each in*Iiti lual ea*e, taking Into eoiuider3t'°° 
tl c rate at whith the Itank lf«etf ean borrow in the rame 
rener TJit rnnnig«nKnt has ll<reforp, to folio* cloieit'" the 
ilerelopnient m cTcre nion«v market and to jnxegtigate the 
pojition of <rerj- cintrai lunl Commercial lianka abo hare 
no nnifomi ratei for tlmr coatomera and their tenai xary ac 
cording to the ftanncial atanding of their customers, the nitQ» 
of the securilr, etc Tlie JIaok for Inlemalional Settlement* 
also in the past hid to re«ort to a similar pnetice 

Tlie idea of a world hank rate in the sense of a ncifc^ 
rate to U. ap[lieil indisiriminaUlv is luipractieable The 
conditions of secnritp and the rails of interest prevailing m 
the cocntries eoneemed hai* got to he taken into comsulera 
tion m fixing the bank I'ale hr the Bank for International 
Settkments 

It may be suggeste*! (hat the re disconot rate may ^ 
fixed br the Bank on the basis of the official hank rate of the 
prospective borrower The <{DCstion thin is whether the re 
duconnl rate should be e«iDal to higher or lower than, the 
bank rates of the countries conccrneil Tins principle ts bigWX 
questionable, because central hanks requiring the assistance 
of the Pant would be tempted to ket p their bank rates at a low 
Icrei which would result in the effinx of foreign capitnL The 
Bank for International bettliments would then become the 
cheapest lender The evil consequences of this policy would 
be a<;ccntoatcd if the re duconnt rate were to be fixed at a 
lower rate than the Lank rate of the borrowing countries 

Another aspect of the problem is the general movement 
of the«c rates over a penrd of time The Bant is naturally 
under the infiuerce ot lotemational trend, and an all round 
change o£ bank rates is bound to affect the lending rates of 
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tbo l^^nV ftceordmplv Thp position of the BanV ItscU al^o- 
a factor of creat imp<)rtancf‘ V slack <lcmami for loans would 
justify n low* rinz of rc discount rates , while if Ihcns Is a strong 
demand and the llanW is already over lent one of the means 
of dhcoiimginp further horrowinp would l>e to raise the ritis 
Tins IS the iinin nason whr the re discount rate of the Hank 
cannot l>ear any fixed ratio to the bank ratis of the borrowing" 
central banks 

It ina\ ho jwlnted nut that the bank rato ivdiej of the 
Hank would not alwars be a pissne factor It should not be 
snpjKised that its n dMcooiit rate |MdiCT will eonsist m the- 
adjustnunt o< Its rates to ehnnpul cmumstnnecs The Hank 
innv plas an nctno part in inthaiuiiip tindineies in the inter- 
national monea mnrkit with control of fi t international price- 
lisel as one of its most im|»nrtnnl ohpets The ihain.e5 m its- 
diseount rates may he the eius» of eofres] ondlng chanpis in 
ptneral findencus an<l mid not nlnays lie thtir « ITect 
iNTFPVVTIOSU (Jot i> ( u A1 I>0 
An important object of the est »l h«hment of tin Hank was. 
to bring alKiut an int» rniitional ^dd eh iring svsteni to reiliice 
the unn(e<«sar> 1 . 0 II shipments It was iMhesel that tho- 
prilmilnnn condition of such a system srotil 1 l>e the establish 
ment of an Intt rnnlionnl central gold n s rre The Presi h nt of 
tl 0 Hank for International S ith iiients n marked m this conni c 
tion that Oiip statutes pmri lo not only forop* rations in foreiffn 
exchange but als ■ for tlic snation of an a Ijnstment fund for 
moaemeiitsin gold Astulyoftheiiossilihlyismuler way and 
the Hank for Inteniational VtlkiiKnt«h3s nin ailv net ired gold 
deposits from c< rtain ctntral b inks and 1 $ in n position to imnsfir 
them from the account of one binl to another If and as more 
central hanks adopt this STstcni we Hhoiild naoul a ncurnnce 
of incilonts like those witnesse«l in nceiit jears wlen poll 
crossed thi Atlantic from london to \e« \ork nt the same 
time that poll was transportid from New \ork to Pans * 
The establishment of an International central gold rcserre- 
has not so far been possil le lieeanso confideneo in international 
relations has not lieen sufllciently established Most central 
banks are anxious to repatriate the major part of tl eir gold 
holdings abroad at the earliest opportunity They would not 
contribute any largo amounts of poll towards an international 
reserve, oven if It wore to bo held m a neutral country 

Tbo statutes authoriso tbo Hank to accept from central 
banks gold in deposit, and to deposit gold with central banks 

• See Hem irks t ( tl e I’resWent of tJic Hank for Intomatloml 
Seftl tnenti b< fore tl e Amencaa Club of 1 ana— February 12 i03t> 
1 n^Iiah \er«ioD 
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Thns the contribfltion of ft wotnl bank to the intornalioniJ 
Cohl cIcannK fun<l nf-<’d not Im rtmo^M to the headinartew 
of the PanV for International ‘VtfJejnenls . hot may be kepi 
m ilejwiit with the central lank it*clf For Instance, u tbo 
Dank of Fncland has to Iraiisftr cold to the Dank of Franc** 
the Dank for Intcmation-il S.tlleiinnt* reduce* the amooni 
ear marked on account of the former ftnd inercasta the amouD 
tar marked on acconiit of the fatter Frerr fix months or 
annually a h dance of claim* and eonntc r claim* would be sinie 
and if necifsarj the diffennee woold t>e alilppcai 

Tie ohjiet* for which tho eystem is to lie U!C<I are the 

(1) To obtain the monopoh of poM shipments lor the 
Bank and the participatfnc central bank* 

(2) To reduce the ibrsical moreniiDts of {fold to o 
minimum across the frontier* 

(1) To aioid superfluous shlpnitnts m connection with 
special tnin*a(tirtns 

Poiitrcst karrcTS 

It Is rerr oecessarj that the Dank for Ibfrmatioml bettle 
ments slould pursue a neutral policy m respect of pobtical 
matters tthen deallnp with lU political aspects, its fonc* 
tiors may be divided into reparatioas payments and it* inter 
aalional bankins activities I ejrardine the former, the 
rights and duties of tbo Dank ftreetrictly denned by the fiatotes 
and the \oung Flan As depository of reparations fnnds im 
the Dank had to do wa* to rollict the amounts transferred 
be the German GoTemment and dHtrihuto them among the 
creditor Governments after havmg retained the amounts due 
for the fcmcc of the rxtimal Ixian of 1924 and the remuncra 
tion of its services There was, however, a mder scope for 
political influences in (he ease of the mobilisation of tho onnu 
itles 

Regarding its international banking activities it i* pomted 
out that the Dank for lotcmational ** ttlement* has become 
one of tho battlefields in the financial warfare whicb ha* been 
conducted by France for political ends ‘ 31 Quesnay a pm 
posal at the Baden Baden meeting of the Organinng Committee 
lor the creation of a new monetarv unit, the grammor to serve 
a* unit of account of the Dank for International Settlements , 
the case of the 3 iigoslav stabilization scheme, when tho stabi 
lization loan was coneloded with the French banking group, 
etc , are given as charactenslie examples of the way in which 
the Bank was used for the support of 1 rench. interests During 
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the h'lt financial cnsia R«ich influence has considerably in- 
creased and in spite of the minontv on the Board, French in 
tercsts have practicallv obtained control In January, 1932, 
the Board of Directors decided that it would a?ree to tho 
renewal of its participation in the credit of ^ 100 000,000 grant 
ed to the Poichsbank in July 1911 onlv on condition tlat tho 
three participating central hanks would agree to a renewal 
It was an open secret that French interests wanted to make 
use of this credit to bring political pressure to bear upon 
Germanj ’ 

There is tho possibihty that m course of tune tho Directors 
of tho Bank would detach themselves from the nation which 
delegated them an I might regard tleniscliis as true citizens 
of the world whoso judgment woull be independent of the 
political Mews of tleir oirn nations The Bank would then 
become tho arbitrator Ictwtcn nations in economic financial 
and lolitical matters But tl is is merelj on idle dream be 
cause what the league of Nations eowld not ael icve the Bank 
cannot hope to achieve Fven if it were so the Bank should 
not interfere wnth politics Of course if pohtieal conditions 
in a country arc so <fis(ur6ed that it is unsafe to fend money 
to It then — and onlj then — the Bank would be jnstihed in using- 
ducnmination against that country 

Neither the koung Plan nor the statutes made ony pro 
vision as to Low the Bank shouJ 1 deal with tho situation in 
case of war It is however necessarv that the Bank should 
not grant credit to tho central I auk of n belligerent country 
No credits should be granted unless secured bv gold or some 
equivalent securitr It si ould pay out any deposits it liolds 
on behalf of eitl er partv should they want to withdraw them 
and may also accept fresh deiwsits This would bo m accord 
ance with prudent banking 

Lhiitatiovs of the Bane. 

(1) In<tde(iuale Coopfraloi — Those who expected that 
the Bank would create i new era of prosperity were disillusion 
cd because of inadequate co operation It bos not been pos 
Bible for the Bauk to scenre eo operation of conflicting inter 
national interests for the common good No doubt the Bank 
provides an ideal channel for co operation bnt its mere exis 
tence m itself does not secure co operation any more than the 
existence of the League secures co operation in pohtics In 
adequate to oj eration has been one of the mam reasons why the 
Bad has sa lar l^?ea aosMe to s'ltisfr erea modest 
expectations 


® See Jb d page 124 
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('>} The hopes attached to the adTantages of pcreonal 
interconr«e established between central banks through uie 
Bank for International Settlements hare not matenalisen 
Cordial relations have not been established at the Board 
iDps ^ a resnlt of the comp-ilsory attendance at montmf 
meetings the merabcra 1 ad to diacnss controversial qnestions 
•ffhicl further widened the breach between them 

(3) The hopes that the Bank would be able to assist 
Cermanv in carrying out the Tonng Plan have not been real 
ired The koung annoities were absolutely bevond Gennanys 
capaotv and even if the crtsis had occurred a decade ^ter 
the Bank woild not have been able to save the konngll^ 
even if it bad poa3e«scd far greater resources because the 
Plan was based on an entire disrc^ri of reabties 

(1) The Bank has not been able to prevent the snspen 
aion of the gold standard m a large number of countries and 
thus the stabilization programme which uas one of its mam 
•objects has not been reabzesl Bnt it would bo nnlair to blame 
the Bank for tins factor because the Bank s total resonre^* 
were never very large 

(5) Tbe expectation that the Bank would be able to pre 
Tent the maldistribut on of gold has not been reabzel 
<3cnuine co-oporatioa only would have secored a more equal 
diBtribntiOD of gold but it bas not been forthcoming 

(6) The Bank has not been able to arrest the fall of world 
prices but it would bo unreasonable to blamo the Bank for 
not having been able to acl levc th s object In its early stage 
•of development it would not have been able even to attempt 
to inPnencc world prices ttliole hearted co-opemtion of 
centril hanks as to the j ol cy to bo j ursned is necessary before 
this object can be achieved The banks possessing surplus 
gold must be able to place it at the disposal of the Bank before 
it can mflncnce world | nces But the fact that the Bank lias 
-not been able to do so should not be regarded » proof of its icabi 
Iity to do so Its lim tation in this respect can be overcome 
hy good wiU and gennme co-operation 

(7) n e attempts of the Bank at the establishment of 
international gold clearing an 1 international exchange clear 
ing have remained within modest limits There schemes could 
■not have been expectel to develop into organizations of first 
rate importance even if their development had not been check 
•M by the crisis The complete elimination of the phys cal 
•displacement ol gold is neither possible not even desirable 

(^) QumI on of Penonnel — Vn important auestioQ Is 
wtcthci the Bank can overeome its limitations regarding an 
adequate personnel capable of managing the financial destinies 
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of the world Appointments may be made for political 
rather than for banking considemtions The foreign exchange 
department of the Bank often received instructions to carry out 
operations of considerable magmtnde on short notice Such 
operations must be spread over a number of daj s at least, so as 
to avoid disturbing the market and to secure favourable ex 
change rates Little heed, however, was paid to such poults 
of technical detail in the past 

TJIE BANX JV OPEPiTTOV 

The Inaugural Board meeting of the Bank was held in 
ilaj 1930 The Board consisted of the representatives of the 
scien founder countries, each of whom app»iute<l two mem- 
bers, while Iranco and Germany were represented by three 
members each II Quesnay was appointed as the General 
3Ianager of the Bank, though hia appointment met strong 
opposition from the German side The office of the Deputy 
General JIanager went to Germany 

The subscription of the initial capital was completed during 
"May and each of the seven foonder countries was allotteil 12,')00 
sfaans of 500 Swiss l>ancs nominal Then, was no uniform 
pobcj as to the way m which the banking groups or the central 
banka should handle their shares \ecording to the statutes 
they could part with sharia without parting with lotiog rights 
It was onlv m Traneo that the shares were offered for public 
subscription rurtber shares were allotteil to central banks 
'^^hicU had established relations with the Bank for Inter 
national &ttlements On March 31, 1931, 23 shareholding msti 
tntiona of diiferent nationalities were the shareholders of tho 
Bank and the total number of shares was 112,000 with n total 
of 105,100 shana outstanding m adibtion to which G 000 shares 
were authorized for delivery to the central banks of Tugoslaria 
and I’ortugal when their currencies were stabilized * 

Tho first tA^k of the Bank was to make arrangements for 
tho issue of the \oung lioan, representing the eommercializa 
tion and mobilization of part of tho unconditional annuities 
under the Toung J’lan tiencriUv speaking, tins loan could 
not be ngardid as successful Conditions m the mtomational 
loan market were not favourable to the transaction, and m 
many countries the mvcstine public remained aloof owmg to 
tho political nature of tho Joan The Bank was not, of course, 
dnancialK responsible for this transaction 

The organization of the administrative apparatns of the 
Bank was not easj, liecausc nobody knew what tho require 
ments of its functions rould possibly be Its internal orgamza 
tion had, thenfore, to be chan^d on several occasions. Its 

* / irtf Pfpxi of i\t Kank, But* Msp ID 1031, pigti 1 
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main dcpartroonts irere the repirations section dealing vifb 
th« functions arising out of th< “ioung FJan, the banking sec 
tion dealing vith foreign exchange, deposits, investments etc j 
and the central banking section m charge of the flank a rela 
tions Mth central banks 

There w-is a steady increase in the number of central banks 
participating in its activities Only coontries on a gold l>asis 
and those intcreitetl m reparations \ierc eligible according to 
the statutes to purchase the Bank s share capital By the 
middle of IO 31 almost all ruro|>ean central banks on a goli 
basis had established an acconot vith the Bank 

3fany ambitious ecliemes were put up before the Board, 
bnt they could not be carried through This docs not mean 
that the Bank cbd not make its presence felt in international 
banking It has laid the foundations of developments which 
m normal conditions mav become of great importance The 
Bank has become the trustee of the konng Xioao, it has been 
put m charge of the acmcea of the Austrian loan of 1931 and 
arrangements were being made to make it the trustee of various 
lotemational mortgage loans and other issues 


The Bank introduced clearing arrangements between, 
various Treasuries Before these arrangement*, Germany paid 
over the reparations throogh the Beparations Commission to 
the creditor Govemmenta which in tnm made arrangements 
n?L dollar or sterbng to pav tbeir war debt annnities 

Bank for International Settlements 1 * now able to offset 
certM transactions being In charge of tranaferrmg both, re 
parations and war debt» 


The Bank u not allowed to grant merhum term credits or 
ngncultural credits to any great extent but it does provide 
Ua normal snp^rt in such cases by minor participations m 
tiie share and bond issnos of lotcmational mortgage institu 


It was to assut central banks in stabilizing their enrren 
f us of European central banks m 

rup active participation m 

If the Sn-imri, scheme though the stabflisation 

of ““tral bants, it granted a credit 

■lipatS to fhTJ? BcKlisbank in 1931, in\bich it part, 
immobflizol a $25 000000 Its resources became 

deebned ‘’f transactions and they also 

the Bark of the Hoover iloratoriom which deprived 

creditor* Rmaa pending their distribution to 

creditors Smee July 1931 , the Bak has not been in a 



BAVK FOB I\TrS\AriO\ 4L 8ETTLE3IESTS 259 

position to give powerful help to anyboily Disagreement be 
tween the principal Go^ernments lias made it impossible for the 
Bank to extend help to end the crisis In the antiimn of 2931, 
attemiits were made to make arrangements for removing the 
difilcuUies arising from exchange restrictions, bnt to no effect 

The suspension of the gold standard did not mean any 
direct losses to the Bank, because its sterling balances were 
moderate and were co\cred by sterling liabilities, while its 
assets in other deprociateil currencies were negligible It maile 
attempts to induce the central governments to guarantee the 
gold value of the deposits of the Bank for International Settle* 
ments which the fonner refuswl to do As a result the Bank 
Itself could not guarantee the gold value of the deposits of 
central banks 

Its 1 tmniE 

So far the Bank has been a disappointment and at 
liresent its position and prospects are not bright Its 
resources have been reduced and immobilizHi, and it is reduced 
to impotence m face of the crisis as a result of dmgrteineDt 
bltv^eln tlic Governments of the coiiutrus particijiating m 
the Bauk In spito of its limitations and shortcomings, the 
Bank has rendered uscfnl services in the past and is capable 
of rendering further services m the future It cannot bo 
expected to settle matters on which Governments themselves 
disagree tVtien the politicians come to terms as to co opOra* 
tion, the Bank will bo of great practical use 

The authors of the scheme wanted to make it a permanent 
international flnanonl organiration Though at present the 
world crisis overshadows everything, its significance in the 
Banks historv may bo rwUiccil to that of an episode if the 
Bank continues to exist The objects of the Bank are — 

(1 ] to assist in promoting and simplifying the international 
flow of capital and the development of new facilities for inter 
national financial operations , 

(2) to assist in the simplification of international settle 
meat of accounts between on© countrv and another and between 
one currency and another, e g , the service of international loans 
floated m several markets of the world, and the payments from 
one national economy to another of the net balances arising out 
of commercial and flnancial transactions , 

(3) to introduce economy of gold use and the creation of 
an adjustment fund for movements m gold , 

(4) to promote stabili/ation programmes , 

(5) to act as trustee for Govenunent loans , 
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fC) to more capital from markets of lovr interest rate* 
to inarketa of high interest rates in order to help the trend 
towards a lereHmg oat of rates and to assist commerce ana 
agneoltnre in places where the interest rate is high , 

(7) to organize credit mechanism in centres where nece3 
sary mstmiijents of credit are lacking , "ind 

(81 to provide opportnnity for central banks to discnss 
together their common problems 

The BIS u an mstitntion whose direction from the 
start shall be co-operative and international in character 
who»e members shall engage tbemselres to banish the atmos 
phere of the war, to obliterate its aoimo«ities its partisanship, 
Its teodeneiozis phrases, and to wort together for a cominoo 
end ID a spirit of matnal interest and good win 

In new of these objects and the eemces rendered by the 
Bank in the past, it mar be eald that if it is given a fair chanc* 
gradnadT to develop its resocrces and perfect its organization 
It is Ukelv to create for itself an eatreroelr nsefnl and valnahle 
sphere of actinty In course of lime, it mar become an inais 
peosable part of the lofemational ^ancial rvstem jost M *he 
Bank of England has become an indispensable pari of the 
Bntuh financial system The Bank ebonid not, therefore he 
lacnflced to a short sigbteil policy whose aim may be to obtam 
ejhemeral political advantages It is the dntv of tho«e at th^ 
helm of allairs of the Bank to see that no one coontry, hoifever 
strongly It may be npretented financiaUf on the ^srd of 
Slanagement of the Bank, should be able to me the Bank for 
Us own political ends 



CHAPTER XXrV 


Trade Depression 

Trade doprcssioD has ovtrshsdovred every baman actl 
Tity and is it has proffressed and deeptne i, it has taken with 
m its fold a larger number of industries There is no branch 
of economic or social activity of mankind that has not been 
affectod by it Decline of prices, increase in unemployment, 
fail m wages wutnnl'ition of stocks with pro Iiicers and busi 
nessmen failure of banks and businesses and fall in tho volumo 
of inland and forciim trade art its mam symptoms 

It IS very diflieult to fls tho date of on economic crisis 
because it is the resntt of tho slowly moving forces and gra 
dually working tendencies Tho dtclme of pneo level cannot 
10 itself bo called a crisis unless the rate of dccimo reaches t 
certsan. point of acuteness when eventually it may bo occen 
tuated into a crisis Tho crisis can bo judged by an mcrease 
in unemployment but it cannot bo easily said at what point 
has the depression developed into a crisis It is, however, 
fairly cctWtn at present that the depression has assumed tho 
form of no acute type of crisis Tho Wall Street Slomp of 
October 1*129 may be called as the starting point of the pro 
sent crisis because though the lull in prices and m the ti^o 
of tho world hall begun earlier tbe WaU Street Crash was an 
event of so great an importance as to bo regarded a landmark, 
in tho economic history ot tbe post war period It was about 
a year alter the ^ all Street collapse that people could realize 
that they were in tho midst ot an acato type of depression 
Agriculture was the first industry to be hit hardest by it 
The technical improvements of the post war period reduced the 
cost of production and tbeertsiswas precipitated by over pro 
duction It camo like a bolt from tho blue on tho agricultural 
industry Tlie demand for mdustnal products fell consider 
ably as agriculturists could not purchase machinery and other 
products It very soon spread mto the domain of industrial 
production also This meant a deebno m the demand for 
the products of the varions extractive industries which further 
reacted upon the latter The fall of the purebasmg power 
of the agricultural population further accentuated mdustnal 
depression and tho neions cirde was thereby completed 

la 1931 there were a senes of cataclysms m the sphere 
of finance which showed that it was much deeper than the 
crises of J°07 and 1921 Tho gold standard which had been 



262 


CVFPESCT A\D C03IVEFCE 


Te-€stal>lished •with great difficulty in the decade follo^ong 
the anniiticc brohe down completely under its strain Credit 
collapsed, confidence dicunisbed farther and foreign lending 
ceasM for all practical pnrposes Bminesses became hazard 
ons because of currency fluctuations which added to the 
intensity and acnteness of price fluctuations Restnctions on 
trade and foreign exchanges were multiphed by the goTcm- 
ments to safeguard the balance of their parments upon which 
the stflbiUtT of their currencies depended Protection was 
adopted as the general pobcr which meant that people were 
ducouraged from pnrchaaing foreign goods This Jed to a fall 
m foreien trade which increased unemployment Financial, 
economic and social eecontr fell which produced psychological 
disturbances and the resoltant doubts and fears br^ political 
•nnreat * 

IvDicES OP TnE Cni'fts 


The index of wholesale prices shows the extent of the 
cruis. According to the Peport of the Director of the Inter 
national I^botir Conference for “ the lerels (of p ncea) 

‘ Th* p^*i<lret of the tVcrid Ltonomic Co^erene? 'fr Rajosay 
^seDoBAld rnra* Muuster of th« t-aited Eiscdom, m hui addre** 
to the CoDferencei said*-' 

*'n>e ernnomie Lte c( tbe world Itaa for rears been aufirtins frran 
a decline which has cloeed faetone* linuteit employment, reduced 
staadards of Jmrc broogft eowefitates lo the rer^eof bantrepfcT. 
and indicted open cribers recumeg ladcets (bat cannot be bslaoced 
The Btachinerr of intemsuonal commerce, iipoa which (he siponr 
of the hiiQuin life o' the world and (be prosperity of nations depend, 
has been tteadili slowed op The mAikets are there, the labcnir to 
snpply them H (fere hat (t e IsLcar is not emfloTcd and t* e taaibets 
are not ffUed Vhen we had a le«« tficient e>]Uipnient for the tnabing 
of wealth, one national Jncooxw were greater til the maetiociT 
of procpentT there Bot it i« slowing down It is not worhine 

• The brTefc<t ref renr'e to lie aotoondin^ facts will chow tie 
macnrtnde of the problem* before us and at tie same tune direct 
our tbou3hts to the pointe of attack Smee 1!)2U ^nccs IrSTe faUen 
and bare kept well lelrw lercls at wl ch f eduction can be remunera 
tlTC They hare fallen irregularly moreorer and hare distort^ 
the wrmal relation.*! Jp» npoo which econorarc ectinti 1* piroled 
The fall {q pice* lia.* added oppre«»irelj to the burden of world 
Indeb'edne^s In 193^, rompare*! nth I&29 lie produrtion of raw 
inat-naN has fallen 30 jer cent and lie eschan^e between town 
and country has l>een trstncally limited National income has l*Ue» 
aenousiT cretywhere— -m some coantnes bj 40 and 'O per cent Tbe 
m-neral crirLs. accentua'ed br restriction*, f y tanTs quoU, eschance 
cr^lrol haa redoeej internaUojial frad» between iff-p and l&l? to 
W tMfl fhree^Mrtefs In rofeme e*ctiAnnne at about half the price 
The stan^rd has had to be deserted more Benerally tlian has 
I*"' • it was erected Into the icter- 
naltonal measure of eichsege \bS Inentably, rrresrcctiTe of pwal 
f^eTTOwt nnemployment fas mounted 
up i”*'* th* fijure l*«ned ly tbe Icternaf toiLal Labour Oflce 

h^ re*cl.ecf 30 000 (*See the JfeaUly Sunmory st t>e leOfy* 

of Aeliens foe June. lf(33. pp 1S7 and 13k ) ^ ^ 
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reached m many cases were without precedent m modern times, 
particolarlv in that of wheat, which m December last was- 
cheaper than at any time since the sixteenth century * 

Another index of the crisis is the volume and value of 
the international trade Tlie decline has naturally been 
shar])cr m value than in volonie btcause of contmually falling’ 
prices According to the Drift Annotated Agenda submitted 
to the T\orId Economic Conference by the Commission of 
Exports, the inttmationnl flow of goods hindered by currency 
disorders and restricted by a mnlttplicity of new governmental 
interventions, Ins been r^uctd to mcr^ibly low levels The 
total value of world trade m the thinl quarter of 1933 
was only about one third of the correspon ling ptnod of 1929- 
Alorcover, the quantum of goods in foreign trade appears ta 
have fallen by at least per cent by far the largest fall on 
record 

The index of production confirms the dark, picture pre 
sented bj prices and internatioDal tradi Ihe output of con 
Burners goods increased somewhat without any correspond 
ing niovemeDt of consumption wit* ffie nstdf (fine it now 
Boems to have exhauste*! itself Manuf ictunug produotioa 
cannot improve so long as there is no improvement m the pur 
chasing power of the ina«s«s dependent on industry and agri 
culture In other words mthout an increase m the iiricea 
of foodstulTa and raw materials, the farmer and miner cannot 
purchase their normal shire of industrial products and with 
out demand for producers goods industrial popniatioo cannot 
purchase their normal share of agricultural and inauufactured 
products 

Recovery is impooiiblc- without an increase ui commodity 
prices and this cannot be achieved until roone'v and credit 
begin to circulate more freily In the sphere of tmance, bad 
getary difhculties, the iintnensclv increased burden of private 
and public debt, the cessation of intinuitional lending and the 
rapid fall of national and individual incomes can be discerned. 
The recLnt collapse of the Vmcrican banking system has thrown 
back for a time at least the faint efforts towards recovery 

Under the circnmstances then, is little evidence of any 
general tendency towards fresh investment During the last 
few years deposits continued to accumulate and m spite of 
a fall in the rates of interest in many couutnes, there was httio 
demand for money and banks were reluctant to furnish credit 
to new enterprises The investors are lacking m the necessary 
confidence to invest their saviags in new ventures farther, 


• S.e Ixvigiie of Iterbf Economic Syrre^ 1B31 IP32- 

\tp 22a SJl (jcoeTa 1032 
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there is the widespread apprehension of the political sitaatlon 
in Europe South America and the Far East which has further 
aggrarated the acuteness and intensity of the crisis by addinff 
to the forces of want of confidence caused hy the financial and 
economic confusion The cessation of international lendms 
IS due to political apprehensions to a rcry large extent In 
the words of the Director of the International Labour Con 
ference for 1933 long as armed conflicts continne and the 
danger of a new pace in armaments with the prospect of future 
conflagrations persists is anr general rerival of the worlds 
prosperity to he anticipated! Although these pobtical up- 
heavals arc in a large measure the outcome of the economic 
disorders from wl ich humanitv is suffering they have now 
become a major obstacle in the wav of any effective action 
towards general recovery 

T1 e Preparatory Commission for the Economic Conference 
pomted out that econonuc solvation cannot be achieved except 
hy whole-hearted and extensive mtcmational co operation 
The latter is unthinkable as long as national rivalnes are being 
fostered The words ot the Commission may be usefollv quot 
«d here — 

What IS needed is a comprehensive prograaune of world 
TeconstToction and this should be earned through as rapidly 
as possible so as to strengthen tl e forces nhteh are now work 
jog towards recoverr We have here presented such a pro 
.gramme If the Govemments are prepared to undertake 
It and also to settle political questions which he outside the 
Conference we behere that confidence and prosperity can he 
restored 

Social Aspects op the Depeessiov 
The world is passing throogh a period of unprecedentedly 
acute unemployment with all its untold misery the waste of 
talent and eneigy, and the Iruotratiou of hope which it entails 
Under the modem capitabstic eystem the worker usually lacks 
anffieiency security and certainty a fact which has now been 
aggravated manifold Tlere is an imperative demand for 
work on the part of the worker and all other cons dera 
tions pale into insignificance as compared with this demand 
because this is the foundation of the existence of the family 
and of the individuahtv ot the worker Housing facilities 
wage rates welfare schemes social insurance facil ties and 
other requisites of a reasonable standard of living ocenpv a 
secondary place as compared with that of regalantv and cer 
tamtv of employment which should he regarded as the fore- 
most condition of cmc life At no tune m the economic 
history of the world has the senso of insecurity been so great 
as now and bamng cxceptionid times and occasional and tem 
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porary setbacks, jt was geneiallv assumed that vrork was avail- 
able for all except a small portion , bat now it has contracted 
to an unprece<lented extent Unemployment insurance was 
started with the idea of prolectiiiR the regular worker from the 
normal vicissitudes of industrial life which might leave him tem- 
porarily without a job It could never be conceived aa bem? 
needed to protect a quarter or a third of the industrial popula- 
tion against destitution For this reason it has nowhere 
sufBced to meet the present sifiiatton and it has had to bo 
supplemented by *hrect state aul on a large scale without 
winch a very la^ nnmber of people would have been redneed 
to destitution and misery 

In an countries social charges have increased This is 
not the case only with those countries where there was pro- 
vision against unemployment, but also m those where there 
was none The state m all countries has either been subsi- 
dizing local funds or rendering direct aid to the unemployed. 
Tills has been the case at a lime of unbalanced budgets entail- 
ing more taxation The right to work which m the past has 
been claimed by the workers is now more generally recognu^ 
than ever btfore The author of the UorJd Ecooonue Surrey 
writes • “ The ‘ right to bve’, if not the right to work has 
been mach more tlmily established The widespread ac- 
ceptance of the notion of standards of hving ’ and tha asso- 
ciated conception of a minimum standard ’ which society 
should m some way goarantec to every normal indlndual, 
U one of the most rtmarkable social developments of recent 
years. . The contractual idea which it embodies is of pro 
found importance and marks a distinct departure from theo- 
ries of ludindoal enterprise and free competition It estab- 
lishes, iQ econonuc organization, a new social right compar- 
able m many ways with property ngbta ”* 

The jmroensjty of the scale of national expenditure 
involved in the prevailing unemployment can be gauged by 


the following table — . 
Country Yeir 

Great Bntain 19Jt-23 
.. .. 1031-^2 

Germaur . 1S129 

. 1031 

Tran-p 1 <131-32 


Fxpeaditurp from 
Unemploymeat Fund 
.>1 ^Iiilioo £ 


OontributioQ at 
the State 
23 p-rcent 
72 per cent 
portiotl. 
38 pvr cent 
400 TQilhona 


^etberJaD^^3 . 1024 3 2 „ FJonns 


„ .. 1031 24 0 „ „ 32 per cent 

Switzerland .. 1024 1 « „ Francs 

„ 1P31 37 0 „ . 94 per cent 

Sept 1032 50 PotJars 
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The*e hiph Mful chvpt* on untTnplovmpnt bon**!^* are 
one o' lie in( St promimnl elaractenHic* oI llie cn«l» TIu 
inToUes two imivirlanl con-'i Irration" lir«tly, Here i< a 
<iiflertnce unc mplojmient funis and naHonal ixpendi 

ture on employment t nemployn int Insaranco 1* a VinA of 
nation il lanncs an 1 n a kind of reserre nhtch ean be drawn 
upon in tinKA of aearfHe an! depression TliiJ i* a sound 
ani «<-onomir mreitment When ihis fund f» ejJiausteil and 
the unnn, losrd jx-opV liav« lo lx supported br the state oat 
of cum nr taxation the iffcets are dill* nnt Taxes are niseil 
at a tmii sihen }>e-<JiIe are least al le to bear thf tn Tlieir capa 
eit\ f r *pi ndinsan 1 sarin/ falU ton cnal extent an I theaecn 
mulatjon of c»i ilal suffi rs and tl e demand also fall* in.st at a 
tune wleii dijnssion thttjll be resijtwl Tie nioner giriQ 
ortr to tl e unemploynl in cash eiial let them to ronsume with 
out increaring prodnction (ash payments an a less teonomic 
form t»t ixpenddute than tl e nrnslal dit> of money to faroUti 
work in some form or otlur Turtler • nforeed idleness is rery 
dcmoraluing from a human point of riiw I'/olonged on 
oniploymenl redoce* the skill <( the unemplored to a ranish 
ing point This m becoming cleanr with the detilor®*^”^ 
the cntis And il islieing increa'ingly ntognited that lubsldued 
work u better tiuia idleness. 

1‘olilic expenditure on ummployinent erca though on 
•pro<laet«re has an economic ja<tif <-ation and tl at is another 
aspect of the problem The root of the crisis bes in tho lack 
of purchasing power and tl eexpinditure on the unrHiploywl isa 
kind of compensation for the loss of purcLaaing powir caused 
■brr onemplorroent It lieli s to sustain the consuming laattct 
and pressOts a fall in effsctirs demand Of course, taxation 
imposed on the nch classes niinres their lurihxsing power, 
but in the case of the biglisr incomes a smaller proportion is 
upcnt on immediate consumption than m that of the wage 
earner A» Professor I’lgoo pomts out in his /fOHoniie* oj 
Wtlfore, the loss of the transference of wealth from the nch 
to the poor is compensated by the gain to the poor by a greater 
amount than is suggested by the Law of Dimmishiog Ltility 


It must, howcTer, be admitted that anemploTment in 
aurance acd assistance are mere puUiatires and somethmg 
better u necessary to proride work to the workers Pnblic 
works have been started in a number of countries to pTOc»do 
employment to tie nnemployed Puhhe enterpnse is a 
method of stimulating production and industrial actinty at a 
time when confidence is lacking and pnvatc entorpn»e is at a 
yery mw ebb Iq a number of countries this has contributed 
tow^s diminishing the actual or potential mass of unemploy 
tnent Jn Italy, lYance, L.SJk, Japan, Clulo and Sweden 
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hu"e gums haro been gp(‘nt on public •works with a view to 
create work for tho army of the nnemployed ♦ Public 

works do not provide direct employment onlr, but they give 
impetus to mdustrv When money is accumulating in the 
banks or is being hnardwl bceanse it cannot bo safely invested 
in prnate entonnse one of the moit elTcctivo methods of 
restoring it into circulation k bv loans for pnblic enterprises 
This creates demand on the part of the workers employed in 
the public enttrprLscs and tnables tlit state to inobihzo a Urge 
amount of dormant caj ital 

Another method by which lh« state can provide work and 
stmiulati enterprise is by means of siiI sidizcd employment 
It can offer tlnnncial mdunments toimployers to wiilen their 
nclmty and thus emplov mon. workers in place of giving bene 
fits m the form of cash 1 his has so f ir been done m Germany 
on an experimental scab In I9k_ a s« nes of measures to tackle 
with unemployment were undertaken by the **Ute Hrstly, 
a cmlit of 750 PM was nude available for varions public 
works f^condh tin I eicbsbank diclared its willingness to 
aceej t tax certificates as scciiritv for loans that it was prepared 
to pre to Must productive enferpnv « The total value of 
these certificates was esttmnleil at 1 million 1I3[ and if aa 
extensive use was made of them they were rxpictod to pvo 
an immediate stimulus to the seononne life of tiu country 
Thirdlv, nn employer taking on more workers between October 
1, and S>ptembor 30 1033 than he was emploring m the 
months of June, liilv an I \ugnst in 1*>3‘' was entitled to a 
bonus of 400 PM for each extra worker engaged on an aver 
age for one jtar inus lolicj was exj>ccte<l to subsidize the 
cmplovmont of J,"o0 000 unemployed workers for one jear 
Pmally employers were aiitliorizeal to increase their staiTs and 
to reduce melividual wages acconling to a ghUng scale The 
maximum reduction was not to exceed 12 J per cent and this 
limit was to be reached onlv when the number of the workers 
tras increaseHl by one fourth This scheme had to be cancelled 
owing to tho opposition of the workers 

^ oluntary labour service subsidize 1 by tbo state is another 
method employed by tho German Government to cope with 
the problem of uncmplosnmnt bp to the end of February 
1932, the competent authorities had approved 1,127 schemes 
giving temporary occujation to about 33,000 unemployed 
workers 

In some countries efforts arc bemg made to provide work 
for the unemployed by putting them on tho land by which 
they can grow their own food In Germany, Great Britain, 

« Itfport of the Jhreel^ of Ut It Imialtonal Labour Cor\fer€tice, 
17th Session ia32 Pi 23 **1 
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USA and Canada coIoquid^ programmes hare been under 
taken to proTide allotments for the nnemployed to enable them 
to settle on the land 


CittSKS op DEPrF‘V'IO\ 

It IS desirable to analyse the canses of depression in order 
to suggest snitable remedies Maladjostment on the Bide of 
prodnction and demand may be mentioned as an important 
cause of the depression Sir J C Coyajee m hu esccllent 
•work on Tht IPorW Eeontmte Dtjitetnon writes Here the con 
ditions have been so rapid and so great have be« the revoln 
tions of production both on the agnenltnial and mannfac 
tnriDg sidts that bv them«elTri they might have endanger 
ed the economic equilibnom ^Tiose who are tempted to over 
emphasire the monetary factors profess scepticism regarding 
the tmdue growtli of prodnction in the case of a great number 
of commodities Bat one u on firmer ground when one regards 
the constant improvement of technique and increase of area 
cropped on the agncniinral side and the steady growth of 
mass production and better methods on the mannfactnring 
side We have been having^ in fact a series of indnstnal and 
agncoUuml revolutions all comprised in coarse of a single 
generation, and in the race between popnlation and prodne 
fion the iatUr has been winning decidedly, thanks to the con 
luiuous progress of science, invention and methods of tram 
portation The Report of the Fconormc Committee of the 
League of Nations on the agriculloral depre«gion at present is 
A classical documeut and points out the eUects of technical im 
yiroTcments, of new seieotilc methods and of bringing new 
areas of land under cuUivation upon the production of 
agricultural commodities In certain directions this mcrease 
las been tremendous The Report says that Irom certain 
stocks a really excessive harvest bas been obtained which has 
■become a danger for the wine growing industry Further, 
There can be no doubt that the senousness of the depression 
as principally due to the over production of cereals, which 
jire most smtably grown in overseas countnes where lar^e fertile 
tracts of land can be extensively tilled by mechanical methods, 
nnd where it is difficult to rationalixe production by substitnt 
mg other crops for cereals {liepM on fAe AgnnUvral 
oj (he Lwnomx; CommitUe of the League of Aafions, 
_pp 79, S3 and 292 ) a j > 


Geographical redistnbntioD of industries which has taken 
place since the war has been emphasized by certam experts* 
M the mam came ol tte ctnn Hu ta, te n a contnbotorr 



TRADE DEPJtESSIO\ 


269 


■cause of orer production Before 1914 also industry was no 
longer the monopoly of Western Furopean countries and 
America India, Japan and Latin America ■were developing 
their industries with the help of modem equipment and slilled 
labour and during the war this development was stimulated 
because the belhgerent countries could not supply their ensto 
mers ovorseas as their attention was turned to the produc 
tion of war mattrials Thus when the new enterprises were 
•estahlishcd, it was natural to foster their growth m these coiin* 
tries to supply their own domestic njqmrements and to com- 
pete with the old ludu&tnahzed countries ' Bnssia has been 
industrialized to a great extent and her products are becom- 
ing a menace to the old countries in the world markets 
Though the countrv is not vet a great exporter of manu- 
factured goods yet it is undergoing a rapid mdustrial trans 
formation which m course of time will hare considerable 
repercussions on the rest of the world The second Fire \ear 
Plan which is bemg elaborated to cover the period from 1933 to 
T937 will enable the country to throw on the world market large 
quantities of raw materials and cheap manufactured goods * 


' Ttie tollomog i ipires si ow the annual rate of lo lustnal expan 
aion indifferent parts of the World between 1013 and 103U — 

^one 1 — Inlistrtal burope (Austria BeJpom Ceecho- Per cent 
eloskia Denmark France Oermanr, Great 
Dntam 1 uxemburtr Norway Netherlands 
Saar Swe len and fewiteeriand) +1 

Zone II —Agricultural Furope (Balsaria Fstonia Fin 
land Greece Ilungar), Half, Poland, 

I’ortuesl Koumama bpain and ^ ugr>slaTia) 2 

Zonein — ITiehl) Capitalized kxtra European (Umted 

ytatira and Japan) +3 S 

Zone IV —Moderately or Newlj Capitalized Extra Euro 
pcan ( Vri,ontina Australia Brazil Canada, 

Chile India 31exico New Zealsnd Font and 
South kfnea) +3 0 

Zone V •— U S S It (to 1031) +0 S 

It cannot be denied tlist this di’^mioation ot industrial activity, 
which during tic last century mas for (he most part centrali-ed in 
Western Furope Is bound to provoke considerable disturbance of 
"the old economic Glance and to tequira consi lernble reartiustmenta 
W ith the development of automatic and ecnu automatic macLiDery. 
it IS certain that the range of industrial production will rapidly spread 
■even in countries ivith no orerious industnal experience There 
are few countries which could not noiv mam lacturc their own 
requirements In textiles cement soap and many other articles of 
common consump‘ior ith th« growth of economic nationalism 
it IS becoming a matter of i nde In mo«t countries to produce home 
made goods whether they can bo pro Uiced on a strictly economic 
footing or not Moreover w further Impulve has been p>en to the 
tendenev by the depression which liaa forced so many Governments 
drastically to curtail Jnil>orta from abroad in order to priwerve their 
IwJjeoe of pajTBvofs fS-c the Feport ef tAr I>ixeelsr ^ l)>9 Jxlfr 
rwrftonol Labour Co»i/rrfH« 17th Seaeion, Geneva, p 32 ) 

* Paul rinzig, The IPorW FVenomie Cn«i» 1020 lOJl Chapter 
-AX, pp 10,> 100 
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The efiects of rnaladjostment in prodnetion can be under- 
?too<l br considering the change# on tho demand Bide There 
are factors which hare prodneed Instability of demand by 
changing the dlatribntion of income between Tanons classes 
of people Tins has been the case doring the war and the post- 
war penod owing to inflation and deflation pohey, nse of w^es 
and the growth of a new property owning class Tnrther, 
there has been the growth of per cirpthi income in seTcral coun- 
tries These changes dislocate the nsnal standards of con- 
sumption and tnahe the demand nnstahlc If wealth passes 
on into the liands of people who were below the line of subsis- 
tence they hare yet to dcTclop their standard of consumption 
in order to snit their new resources or as Sir C. Coyajee 
wbo«e Taluable work has already been referred to says, “They 
have yet to be educated into the proper use of their new re- 
Eourcef ” Choice is open to the consumer to spend that por- 
tion of his income which is beyond the ordmary elementary 
needs There arc other condition# which directly reduce and 
lower consumption 8oeh Is tbe effect of the fall in income and 
of the lag between wholesale and retail prices Protectire 
tanfls rai^e the prices of goods and lower the purchasing power 
of consumers Tbe reduction of foreign mrestments br tbe 
creditor countries has reduced tbe purchasing power of people 
m debtor countnes reparations payments and a heavy bur- 
den of taxation also reduce demand and tm recently the falling 
price of silver was reducing the purchasing power of people 
in several coustnea All these factors operate on the demand 
side and lower the purchasing power of the people, thus creat- 
ing maladjustment between production and demand 

The maldistribution of gold is another cause of the pre- 
sent depreSaioE. It is not the scarcity of the gold supply so 
much as its maldistribution which has been a contributory 
cause of the present depression The Final Report of the Gold 
Delegation of the Financial Committee of the lieague 
of Nations bears eloquent testimony to this statement The 
following table shows the distribntiou of the world’s mone- 
tary gold stocks — 


DiSTEmcnow op the Woeld’s Movbtaet Gold Stocks 

{7k mtHi/KM o/ 4t>\\aTt) 


1-1-28 30-0-31 Hiange 

Fnvnee .. .. 1^71 2,211 +940 

TmtedStat« .. .. 4 .III 4,956 +815 

Rest of world (rxclnding 

C S,b I! > alnot 5,350 4 630 —800 


I'ercetktflgw 

-^74 

+m 

-!6 


Totai. . 10,962 11,817 +8o5 
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' The TTorld s total mooetaiy gold stocks (ewlnding those 
of U S S n ) increased m the period coTcred by the abore 
"table by 8 per cent The holdings of France increased by no 
less than 74 per cent , and those of the Lmted States by 19J 
per cent or, if the stocks of those two conntnes are combined, 
their increase is 32J jie/ cent The stocks of the rest of the 
world, on the other hand decreased by 16 per cent These 
^stocks should normally hare increaseil by ronghly 3 per cent 
per annum, so that the real deficiency at the end of the period 
considered amounted to about 23 per cent The loss of free 
gold ieser\es in eacess of legal mioimnni reqmrements was, of 
•conrse, relativelv much greatir Thus the countries concern 
found It impossible to niaintam the level of prices obtain 
ing at the end of 1928 In order to defend their gold reserves, 
their Central Banks had to appiv the normal measures of 
deflation The process or dcllation thus set m motion gathered 
inomcntum when it became apparent that contraction of credit 
and fallmg prices in tbe gold naing countries failed to re 
•attract gold to tlieird<plete<l monetary nseryes, but that, on 
the contrary, the floi> of goU to France and the United States 
continued unabatetl Tbe result was a further pressure upon 
•commodity prices in the gold using countries increased com 
petition in world markets, and in consequence, a world wide 
■fall m prices * 

It IS thus clear that a major portion of the gold 
Tesouroes of the world wbuh are laiger than before the war is 
hoarded in America and Prance and tbe rest of the world does 
not possess an adequate supply to meet the necessary 
4emands Thus it is not the shortage of gold but its 
maldistnbution which is mainly responsible for the depression 
heedless to say tliat tins maldistribution of gold is a fax more 
formidable factor in tbe depression thau the shortage of gold. 
This Rhortagi is quantitatively not very great, at least if the 
world IS content not to rai‘»c its price level by a drastic upward 
•movement (SirJ C Cojayce, The World Etonomic Depression 
A Tlea for Co-operation page 19 I 

The problem of tbe maldistribution of gold is very closelv 
related to the* imwillmgness of the creditor countries to lend 
capital to debtor countries The economic situation would not 
"be balanced if the maldistribution of gold were not compensated 
by adequate Icndm'* on the part of those countries that are 
capable of lending Bv tbe year 1928 the creditor countneswere 
becoming very slack, in lending caprtsd and America which up 


• See the Finai Itrpori of the < old Delegation of the Firuiiu^at 

CommxlUe of the league of yationo p 

’» Paid Finzig The World Eeonomie Cneie. 1020 1031, pp 26 
2“ and 40 57 
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to 10 '< bad iHV'n lending hMTjr amouoU mlac^d loans as iriU 
^e boAH by thp lollowmgtaMo” — 

U> C*riui Iwi'K fof t'le \frouitor 
1 «fop#sn tnvr FfWgB 

i.'OuntnMt ( Aiuida CcniBtnw 

{aoooonosj 

1927 First lialf .. 24* 1^1 

P.Tond half . ai3 7d 24* 

J92‘< First half 4<9 115 2'7 

'^cond half . 148 70 4^* 

1920 1 irst hMf 101 107 20l 

Second b-ilf . 50 121 13-'> 


The reasons are • Firstly, America did not hare faronr 
able balance on commercial account txcciitfng the amonn** 
doe to It on allied debt and other foreign inrcstmcDt accounts 
and, therefore, it could not lend hearilj Secondly, the 
stability of the curreoeiea of a namber of connfnes led to wde 
sfitcnlatire roorimentg of short term capital and ‘the tnuu^ 
of short term credit made hy debtor cnnntnes jostified the 
denial of further crc<lu* to them ’ Porfhor, nolcot pnee 
changes hare di<conrace<l direct inrcstments In prodoctire 
enterprises of debtor countries The semce of the debt ha* 
increased the actual bunien of the debt upon the debtor 
countnes at tunes of falling prices of their goo^ Jo order to 
xemoTc this d'fcct a bold |>olicy of mtcmaiioDal monetary 
co-operation which unfortonately has not so far heen 
lorthcoming, » necessary A bold policy of foreign loans »» 
exceedingly necewary at the pnseut tune 


Questions of banking pobey and of control of inrwfments 
and of pnees on the part of Central Hanks are cIo*ely related 
to the present depression Professor Keynes'* and other 
writers hare urged that bants hare reatneted credit and 
interest rates hare coiise<ineDtly remamed at bibber levels 
than ought to hare been tbo caw It should be said that this 
action of the banks was to a certain extent due to the shortage 
and maldistnbutioD of gold and this latter situation, m itself 
was caused hr change* m balance of payments and to contrac- 
tion ol capita] movements The result was a fidl m prices and 
cnr^uinent of production. The necessity of distress borrowers 
ncinding governments and busineasoiea kept up the rates of 
There could have really been a more bberal pobey 
loUowed by central banks in tho matter of credit which could 
have mitigated the seventy of the crisis Banking opinion 
floes not agree on the point with tho view mentioned above 




* hejTMs, Treati»t on Montj/, t ©1 n, pp 37T-3«0 



TRiDE DFPBFISIOS 


-73 


According to this Tjpw banks cin control tho quantity of inon(»v 
and rates of interest for loans bnt they cannot control the 
rate at which money circulates and the use to which it is uni 
itanks cannot put monev into cirtnlation irrespective of the 
factor of p-ijcholoffy Vdditionnl monei might be emnloverl 
in speculation and not m gennm linsiues es nr it mar be im 
mobihzed by the didoiMtion of markets and a laree nart of it 
niav be left idle by the owners ^ 

It Is thus no uso to cnticire the banks for the policv thot- 
have pnrsnoil ^\liat is mcessary is that the gold standaM 
or any other stnnlarl of Ihi future shoull be more svstcmati 
callv nianagtd and the central banks can take a Itadin*’ uart 
m the scheme of management It « not m ana sense the 
fault of the banka that thiv lould not foresit the neeesaifv 
of rationalizing the whole scluim of worl 1 tconomv and of sub 
nutting it to a 8\ stem of central pUtming m winch their credit 
policy had pivotal importance Rut m future, thev must 
keep tins ]iomt m mind and tn to evohe a scheme of credit 

statesmanship to correspond to tin new toulUions a states 

mansbip of winch the mam plank is a wisi cooperation 
Iietween central banks ''pvrauon 


'pio inelasticity of the price system is also resronsible 
lor the present crisis 1 he abnormal behaaiour of the t rice 
lystcm during the post war jcriod has acted adverselv on 
economic conditions and has brought about an acute depres 
Sion Tliere has been the maladjustment of wl olcsale and 
retail prices Consumers have Ikcouic reluctant to purchase 
goods in the expectation of falling retail prices and wage policy 
has been complicated The xanous costs of production the 
costs of transport labour and cajital winch are employed m 
production cannot easily be adjusted to prices There has 
also been a maladjustment of prices of agricultural and manu 
factored goods The prices of agricnltural products have fallen 
to a greater extent than those of the manufactured goods 
The weight of tariffs has been greater in the case of inanufae 
tured goods than in the case of agricultural products Com 
parafive inelasticity of agncultural supply aud lack of bi" 
business establishments haxebeen othercauses responsible for a 
greater fall in agricultural prices ■UooopoUstic tendencies 
are also responsible for the lack of plasticity of tlie level and 
system of prices \lt commodities under strict control 
account for a special class of difficulties both when they fail 
to adopt themselves and when the control breaka dowi as 
happened with some of the most important of them (Ame 
fujon iJerieir, Starch 1931, p 181, quoted bv Sir J C Coyajee ) 
The reduced plasticity of wage rates, i e , the lack of ad 
justment of wages to falling prices is also stressed as a muse of 
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the present acute iiepre^sioii Beil should alter in res 

ponse to changes ifi (leraan«l for comttiodiHes sod it waffes can 
!« reduced with fnlhn" prices, depression and unemployment 
tin be reducfd In \I<stem eonntnes the political power 
of HIm ur and the streneth of Iibour orpinlzatious hive pre- 
Tcnteil a fill in wajjes whieli oai'ht to have been brought about 
to suit falling prices \ccording to i*rof X’jgoii a certain amount 
of eitra unem^lovTuenl mmt l»e ascnlxnl to the fact that real 
wages 1 in b<<.n mamtimed above the t'luiUbrioni level 

Tins maj be tme of a pnmlier of countries, bnt it cannot 
apply to all countries In some countries wages can be in 
er«a''«l idvintageonsly whiih will increase the cflleienpy of 
labour and enlarge the demand for poods produced by labour 
Tl e lack of elasticity ot wage rales is thus only a local factor 
of the depression One is indinetl to agree with Sir T C 
Covajee when he writes, Wide, therefore, it is undoubtedly 
dangerous to pronounce anv dictum on tho topic which cin 
apply to ill countnos in iiriduillv, vet taking the world ns » 
wholt one can accept tie samming up of the problem by tb® 
Oerman 5avant to the i fleet that tho dej ression has not 
bein brought about bv the rate of wipes but bavvag been 
brought about by other factors u much intensified by this foctof 
If wo undertook a direct reduction of wages as on uU 
mediate nmedy In a periml of deep depression the rcsolt might 
only be to reduce demand for commodities and ihas to inteP 
siiy tho depression The Inttir course is to regutcr as it were 
for all future ate the neeil for plaslicitv of wage rates which 
present depression has so well taught It is not m the very 
vnulst of a great crisis that we can exjiect the normal sequence 
of effects to follow and hope that reduction of wages must 
need’ bring about aroduclion of prices and its usual coroUarv^ — 
an increase of demand and rise of prohts (TAe TTorld Fconomte 
Pfprctfton, pp 2", 2S ) 

Tlie tariff pohey of the post war period leading to high 
protectionism has eompbented the situation and has created 
poverty in the midst of plenty Goods are produced, but eon 
sumers cannot purchase them beeauvt their pnees become pro 
bibitive till they reach consumers m foreign conntnos Tlus 
■policv has shown the worst evils of narrow economic national 
ism During the war, a large number of industries grow up 
m vanoug countries and they are being supiortcd by high 
tariff walls m the post war period On the top of this there has 
been a system of import and export restrictions which has 
impeded the tree movement of goods from country to country 
Tven England the home of free trade has become definitely 
a protectionist country and the conclusion of the Ottawa 
Agreements as a result of the famous Ottawa Conference has 
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jeopardised Iho chinces of the remo»-il of tiinil barrier* The 
■world is bemji divideil aa it win into tconomic war camps 
The Warsaw Itosobition of m which the main 

innovation consisteil of prehrontiil treatment which the 
asrnenltnnl countries of Wtstem taroje proiiosed to receive 
from the nnnnfactunns connlms thu would miportthiir ayri 
eultnnil p“odiicts , the projiO'aJs bnm^ht foprar 1 in tl l Iicasuo 
Assembly ‘ to po back unon the r«'*< imiundptiona of the ^\orhl 
rconomic ronferenee and to foniiith imjiirt to the Most 
Favoiin-d >«ation Clau«< a londitiimii and liiiiKed mterj>reta 
tion and nieanmp * , the adoption of prot^'ctioii l»i the leading 
free trade countries and tin i.ipnmgof tin Ottaw i Xereements 
have been the mam stages tow irds th» int n<ificafion of tariff 
barriers m the post war penol Thi trtihtor eountrus base 
levied high tariffs ujion tin imiort of cools from the dihtor 
countries lest the indu*tnes of itn fonii r should bi crippled 
1*3 the competition of tf< latt«r toimirns In this eonnec 
tion the relcsant remarks of tin IVih rt of tin Cmld Dilegation 
of the hinancual Committei of tin 1 «ag«e of Nations irt wortii 


quoting They are Tin trnK citlc is to da} on inter 
national phsnomenou Countries exnml Iiojh to escape 
iM effects by self isolation They can onh hojH collectiveh 
to lessen them To this *nd th»y must permit an adequate 
fretdom in the flow, not of crxdit alone I'lU of goods In our 
opinion It is imperative that t!i restrictin commercial poll 
C 108 adopted tiv Oovernnunts to da} should bi radically 
changid Adbcrenee to an international monetara standard 
at once implies and necissitates adliinnce to an international 
economic aystcni To impost artUicul restrictions on the 
ifiovemcnt of goods is the negation of such a svsteii- (Para 
graph 227 of the Heport ) 

The problem of reparations I as aggravated the aentt ness 
of the dejiression German} was oversaddled with a huge 
indemnity by the Peace Treaty in 1910 and the Dawes and 
Owen Plans reduced the amount of indemnitj to a gn at extent, 
but stiU Germany is unable to pay The possibility of paying 
reparations is out of Hit question and e\ta Mr Lloyd George, 
the author of the Treatv, is preparwl to admit the injustice 
of reparation payments Lniment economists have bwi 
busy in indicating the possibilities of their jayment The 
debtor countries could paj them in good*, but it would wturd 
the industrial dexelopment of the creditor countries aud this 
idea alarmed the experts tbemsehe Tht unpaid reparahons 
have worsened the econonuc sitnation in every liiey 

have upset balances of trade and have brought about the mat 
distribution of gold Production has been raisgmded and 
deflected and increased prodnetmty has been made the m 
fitniment of stcurmg an artificial excels of exports as a means 
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of eFfH'tjn? Tflit payraenfs They have been responsible for 
the maJadjo^tment of prodnction to demand They hare 
incrta ed the burden of taxation and hare consequently reduced 
the parcLasinjr power of people and crippled comtocrce and 
industry Competition has been mtensified, international 
jeilonsT promoli-d and thus they bare acted as brakes on 
international lending 

The importance of the t^rcholocical factor as a cause of 
dcpre«3ion should not be nmlerrated In a period of falling 
prices businessmen become pessimistic and are reluctant 
to oodertake business becftose of the farther possibility of fall 
in prices Consnmers put off purchases m the hope of further 
fall in prices These factors act rery powerfully when the 
fall m prices is Terr acute and this fact has to a great extent 
been responsible for the present depression 

The trade cycle theory has also been adyanced as a cause 
of the present depre^ion which is m no way regarded as ex 
ceptional or extraordinary Before the war there was a cnsis 
every seven or eight years and this state of affairs has not 
■changed The war disorganued the eeoDOimc system hut 
It did not chaafo the fundamental tendencies that have brought 
about cn<es since the heginnmg of the modem economic system 
£xcc]t for the war jirobaWv the crisis would have recuired 
near about l^ilT and it was postponed till 19''J as a result of 
•exceptional circumstances lo leas than ten years the business 
cycle completed its coarse once more and after a small period 
■of prosperity, the cnsis broke out in 1P29 ’* 

In fine it may b« said that unregulated and constmt 
■**t**u«ion of production and prodnctlre capacity, monetary 
and currency disturbances and the maldistribution of gold central 
hanking policy m the post war period, high tariil walls, anti 
social labour policy m some eonotnes the business cycle 
theory and reparations and war debts bnngiog in their tram 
hi^h taxation increased prodnction and fallmg demand have 
been responsible for the present depression 


ItlDfCDIES 

^ir J C Coyajee tn hu excellent and learned work that 
has aheadv been referred to above has made a powerful appeal 
lor International co-operation to deal with the crisis Co-opera 
tion between goTemmenta central bants prcMluceni and con 
an^reis emphasizetlby him as aeolution of the problem America 
setup the paw as a creditor coontry m rendermg help by its 
onum o^er, bnt jt was not accepted m the proper spint 
ana wav nuneil by political bitt erness ' The world was waiting 

55 2*i^*°* Einig The irorU Eauwmie Crt»tt 19^9-lPXl PP 2t 
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emerpenco of some definite and new ontside factor 
unfortunately, when such a factor did make its appearance, 
iwlitical bitterness at once marred the prospect ’ Bankuisr 
■CO operation has so far been tried on a limited scale and the 
Bank for International Settlements has ret to go a long war 
before it avorks up to its programme Co operation should be 
toe economic policy of the fnturo and m this connection refer 
ence may be made to the remarks of Mi HAP Lindsay which 

I suggest that science has out stripped economics that 

science has been quicker to respond to the new spirit which u 
jow abroad, a spirit winch is best described as a change over 
■uom the ideal of competition to the ideal of co operation, from 
the ideal of efficiency attained under pressure of environment 
■^d other outside forces to the ideal of tflieieuey to be attam 
^ bj mankind aorking ennacioush constructively and in 
CO operation towards a common goal We cannot eliminate 
competition altogether, ami we probably Mould not do so if 
we conld But I suggist that as a constructive force it is too 
^sfinctive, too haplmard, and too unreasoning to be allowed 
1o occupy the whole field Its future jiosition will be defimtolv 
^“^rduiated to a new force more constructive more controlled, 
Bnn therefore itself better quabfieil to eiercise dcbberate and 
conscious control 


The treatment of the reme«lial measures may now be taken 
■op with reference to the importance of the causes of the 
wpression lleparation payments and war debts have got to 
^ ^ped off Germany has made unparilleled efforts to set 
her financial and industrial conditions in order and has effect 
W rationalization in every line let her debt seems to be 
growing and not diminishing and the rest of the world m place 
of taking from Germany is lending her more and more Ger 
Tnany Las been making payments out of the proceeds of the 
loans and as a matter of tact she cannot pay the reparations 
^th the high tariffs impeding her exports so successfully The 
Gawes Plan adopted the cipacilv to pay theory and provid 
cd help to Germany m the shape of loans and the Toiing Plan 
provided for temporary moratona and conditional repara 
Lons Still she cannot pay The Basle Committee of Fnqmry 
■further recommended a reduction xn the reparations payments 
"T Germany to promote her financial stabihtv According 
to the Rcfiort of the Gold Delegation referred to above the final 
solution of the Separations problem at an earlj date is ‘an 
essential factor for a return of the lost confidence m the sphere 
®f international finance The gradual and cautious resump 
tJon of i nternational credit and capital movements, which 
_ , “ *toum<jl of the Soe%tly of Chtmteal Induttry, February S 1032 
P 122, quoted by Sir J C Cojajee in hU work entitled The tXorld 
Afonomie DtprtMton. 
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fcrTT^ to «« i>f Tlfnl tmpoft’int#' for ih* worVIrs ol tfi»» poM 
jt-tnilanl ratmot N* Iwforf thl» {toM'-ri l» aolvnl * 

(Taji* 21. irjfapra]>Ii «1 of Ihf* |{<*pi«rt ) In lli** of 1>H* 
ihf mtriorily writo. ••►omo r«-ii»orta1 1«‘ M’tllmrnt of 
thr r« juntinnt nn<| njr «!• W« ijao'tJofM jnu*t 1»^ and 

tJin V ftJ*-ri« fit mn^t 1- of *«rh a iljar-wtr-r a« to malo ll qoUo 
rlrar I ciw (a) n }raratio*>« »n»i »ar ran l>o jiaM ami tb” 

yiaynirntJ rrr«-n*-*l, ami t^> ho*- tl>l( »-in lio art-titnytl'hM witb- 
OKI •* niiji* intJ-rf'-n-nr*' with llio worMr.; of tb** poM *tati<ljn!/' 
To of t*i«* Itrjvirt ) 

Of rtiiirw* tbo {rniliUm of rrjtaritlom ranrot lx* 
uitloHt tj)** ]>rtilibni of war bp-I to alxdiOi tlix fornirr 

«it{oiit abohfl in.: lb*- latter »ot.Il CToato itijuitifv Ixtat^n 
dilitor am! rnxlnrr tutloiui Ujc apn-«m>ntit bp'! rondo* 
linns of Ibo |ju«annp rts* on Ihr point »prr ma<!r 

«!«p<n«l<nl upon tbo attilmleof Atm rira Mio n fnK-*! lol>p<x>’n'‘ 
a |•■lrtJ^ ond thr qu<*«tit>n »a.s to l>o k ttb'-l at tlie WorM Kpo* 
non 1C Conferenco whith inM in .Icly ItiXt , bat unfortunitrlj’ 
it na« t< nnlmate*! aitboiit lettlin.? any ipicitJon ahatprer.** 
Till* malilisliiluitmn of soM must U* rrmi-»|j«l in ortlrr 
to promoti* iatitnatlonal bmlins ami (rm Ho* of npiiai »hieh 
Mn Imtip nlioiit a rl‘p in pnni Tin pi!*l rr-iourrr# of Ilr 
srnrKl liioiiW lx* li^tti r utitiml ami VintrJra ami l-'raftpo 
psp a I'-od In tli«* tpalttr Up p-.iup off ilie poM itandanl. tho 
fonnir countty bat compliratnl proUems to a pf^Alcr rtlrnt. 
Tbi* (ioM liili-sation did tr<n to tnipbaiizr tbt imjxirtjnfp of 
thi. lerdinp itnti* in inaIntMnIns an«t<n t'ow of capital. Tliu 
question canuot lx* lettbxl «iti»Mit irtil.n? till* qumiion of 
the nitoratJon of ciirrniey ronditioni •nn- •tiff attitndc of 
Antenea at llie ^\orld fconorle Confirenre «n tlii» qutstion 
«3S a KTcat Wnw to tiial bmly o«inp to alilih U Kail to du* 
pent* vjthont duinp anythin ' 

In caw the problem of ili*? tDaMiitnliutioa of goU Is not 
solred in tlii* way, it u dimculi to wc wbcibir the world can 
•wait Indefinitely till the balanm of tnule goes apuinst branw 
and America and they Inre to »end gold out. J-rance has 
dereloped her nmnufacturmp industries pnatly at the expenw 


•» The I*rirne Minister if |-nLl«n<l. Mr ]{aini«r 3tudi>R«!lf 
In ib l*te*iJenfl*I to tlie World FeoTumiic Con/irmw 

1 _« .. I- r,innprii,>|, njti, reparsttor ‘ ' 


rtnurknl aa fnlluwa In 


..rdeWif— * 

‘Tklilnd the »<ihjert8 I iiaye Juat mentU.nM Is another In th* 
frort rank of •... 1 refer to live iiueethm of war delta. 

rsrry obstarle to general recorery 
wlthimt dilar by the 


which roust !>* dealt with jKfore r..., 

haa been removed, and It roust lie taken Uu nomniv aiiav or me 
nationa concetti Lausanne haa to be comj tried, an.1 thu sexed 
,,.io«tion ^tledoneo and for all in »be hp|a ,, j.rewnl world comb 
IIOM S.'o r«ee 131 of the Jfo.Ufy bummarg „f fSe 1*0, ut of 

Asftona for June, 1033. already referred to abore. ' • ' 
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The adve™ balance ot trade mav 

raSiSeT"”"”'**'''* •>>' automatic 

remedy for remoTing the maldistribution of gold will be Terr 

S S'L^Sir a'^sM” ^ong time SoiS 

^ ^ S-ilter have proposed the formation of a ster 
aterlm^ countries which adhere to the 

o-nM "5 as the number of countries going off the 

Itpri.fff ° possibibty of the formation of the 

increases This will, of course, mean a 
sacrifice of the stability of eichauge , but at the same 
une, It may lead to the stabibty of internal prices and thus 
Tue countries comprising the slerling block wiU become masters 
■01 tneir own economic pobcies 

chimed 

^ ^ presented by the skilful 

° Pf*«c le^cl and it might also stimulate 

■«?»!’ hv standard countries forcing them to nart 

Secondly, tins cooperation in currency 
matters nught be extended m scope to include production. 

arketmg and tariffs The adoption of the sterling standard by 
a la^ number of countries will gire a sort of training m the 
*rt of currency mauagement 

. The monetary system of the world should be set m order 
^ banking co operation Las to be erolred m any 

1 slionJd be a central international control of gold 

suppues and credit as emphasized by experts like ilr Keynes 
wof •^osiah Stamp The various Reports of the Gold Dele 
Ration of the Financial Committee of the League of 
indicate the lines along which improvements arc pos 
iDle The most important of their recommendations are 
irstly, there should be a reduction of the reserve ratios by the 
entral banks They have distmguisbed between mimmumgold 
^I'hich is necessary to preserve confidence m the notes 
^d the ‘surplus reserve which is required to meet international 
hgations As gold is not in circulation, the restrve ratio can 
, ® ^considerably reduced There is anotfair recommendation 
ra ^ j effect that only a gold influx or efflux caused by tempo 
ly diseqmlibna might be advisedly neutrabzed by central 

thft ^ow that Aniirica has depreciated her currency, imports into 
in increase ami the power of the USA to compete 

in markets will unniensely increase This will lead to a rveo 

p^^^rrency depreciation and nobod} knows where it iDn\ end 
will V® certain whether the countries of the sterling block 

not h Tc ^ masters of their own economic conditions This may 
is r,nt u ® with India where people feel that thecurrencT policy 
V. °* followed to suit Indian intere«ls If this belief could 

the formation of the sterling block ma> be really advan 
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banking policv Tljcre M anottier rccomra«n(lation to the 
effect that gold outflow and inflow should be genemllj* per 
nutted to produce their effects Thew two recommendations 
are apparentlp contradictorr, but it is really not so The idea 
IS that indiTidoal central banks should not follow a policy that 
may interfere with the general distnbution of gold, but at the 
same time fhoT are free to follow their pobey of pre war days 
to allow the inflow or outflow of gold on the ordinary scale 
Their other recommendations are intended to remorc the 
defects of the OoH rxchange Standard that hare recentlr 
crent into its working The dcrelopmeot of the bill market 
anl resort to open market operations hare been suggested 
They are a new instrument of credit policr and their working 
has not yet been fnlly examined The Pelegation hare abo 
recommended that the eron flo» of capital should be main 
tamed The utmost economy in the oso of gold by avoiding 
gold currency m circulation and also by adopting a snitable 
mechanism for rarying gold reserve reijnircmonts has been 
advised Price stabibration can be undertaken by central 
banks i! they co-operate to limit tbc demand on gold and re- 
gulate prices The toanagtnient of the improred monetary 
standard must be on Internationa! bnes, and eo operation on 
the monetary side is as necetsary as in other phases of wealth, 
production There was a sharp cleavage among the monetarv 
snb committee of the orld Fconomic Conference , and the 
gold standard countries and non gold standard conntnes 
differed widely on the point 


must be coDsidemblr lowered so a% to aDow 
goods from the producers to the final consuraers- 
Ibe orld Fconomic Conference of a9'‘7 had emphasized the 
necesaity of lowering the tariff barriers and the same point was 
mphasued at the World Economic Conference of June, 1933. 
itiis co-operation can be achieved along different hires Firstly, 
maximum tariff rates may be fixed and gradnallr they may bo 
by international action Secondly, there w the 
Both these measures were 
sugoested at the V, orld Economic Conference of 1927 , but the 
ecneial co-opcration for a comprehensive redne- 
ureWT,*/!-, ® abandoned while only the plan of regional 
^efCTenws received a fair mea.sure of support This latter 
within the framework of the league, would 
shorn/ Jw regional agreements 

SoX ^ re^fded as stepping stones to a general redne 

said to be'^lSnfrem^'SiaTa^n” 

thromrhTan!^^.®*^”^' ‘ » the imppovemcnt of production 
through vanoos measures of redoction m costs has ^en partly 
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Tesponsiblo for tlie depression -nd nncniployment Eation'il 
ization means the methods of techfUflue and or^amzation 
planned to secure the minimum waste of labour and material 
it includes the scientific o^iuzation of labour, standardiza 
tion of materials and prodnets and improremenfs m trans 
port and marketing If rationabzation is adopted to lower 
down costs, care must be taken to atckI certain dangers of 
the moTcment It should be adopteil to suit local conditions 
so that it may not lead to the orer dtielopnient of industrial 
equipment without a corresiionding miproremcnt m effective 
demand It is bound to cau'e icmporarT unemployment , 
hnt this problem is parallel to the immediate effects of the 
introdnction of new maclim<rv upon employment Thus 
rationalization has to be so controlled as not to reduce the 
aggregate volume of employment 

The agricultural crisis also has got to be remedied Its 
remedy should be capable of world wile application ana it 
ehould aim at improving the standard of living of the a^icul 
tunsts so that demand mav be stimnlatial The co»t8 of pro 
duct 00 in agriculture should be reduced The burden of agn 
cultural debt which has aggravalW the present crisis must be 
lightened There should l*o better org-imzotion of markets 
and soles of agricultural products should be regnbted so as to 
reduce the weight of the charges of middlemen In other 
words, agriculture lias to organise itself m order to put itseii 
on the same footing as roanofactures in the matter of adjusta 
bihty to changing conditions Agncoltun. should be orgaot* 
ed on a co-operative basis to » much larger extent than has 
"been the case hitherto 


The Depression i> India 

India also has been lut very bard by the Economic Blu 
iard and its mam features have also been 
There has been a rise in production mainly on the industnal 
and mineral side though the production in agriculture also 
has exceeded demand Tlie | nces of export staples *‘1° 
considerably fallen The fall in pnees between the years 

and lail hL been 50 per cent for raw jute, 49 per cent^ for off 
seeds, 47 per cent for wheat and 35 per cent for «ce Tto 
is due to the growth of output and business on the ^e hand 
and the decrease m the rale of expansion of corrency and a 
great fall m the velocitv of its circulation on the other ^v 
tags and investments have also fallen, but a ^ 

oapital has gone abroad The balance of trade has also alWr 
«d and the total favourable viable balance ol trade fell from 
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B3 crores in 1928 29 and 3929 30 to 38 crorM in 1930 31 (State- 
ment II, Iteport of the Controller of Currency for 2930 31 ) 
The disturbed political conditions of the coantry, the 
currcncT policT of the GoTemment, high taxation locreasmir 
burden of military and cml expenditure m a period of falliog^ 
prices and reduced demand, lact of staying power of mill indns 
tries and intensification of foreign competition bare all com 
bmed to intensifr the crisis Lncmplovment has increased to 
an unprecedented Jerel A crop of strikes during the last few 
years has reduced the pnrchasing power of labour and has. 
agsTarated the crisis The agricultural industry has suffer^*! 
becau'e our exports have to face the keen competition m 
foreign markets and the burden of rent and land revenue is 
verv large Broad, general world causes also operate m the 
case of India as m the case of all other countnes 

The remedy lies in extending the co-operative movement to- 
all phases of agricultural industry and in lightening the burden 
of taxation rent and laud revenue Banking and currency 
policy should be sneh as to promote tbe saving and investment 
of capital jQ ludustries India can make a very solid contn 
butioQ to tbe economic stibility of tbe world if condition*- 
here improve In the absence of intcmationaj co-operation, 
a policy of systematically plannetl economic development for 
the country Is uieritablc and the same should be put into 
eflect With tbe co-operation of the Government and the people 
without undue dtlav 

It may be empbasized that it is an all round international 
CO operation that can tackle the problem of the ’* Economic 
Blizzard that has overtaken the world at present 
country in isolation can improve matters Local conditions 
can be and ought to be improved individually, but for world 
wide canses international eo-operation is necessary The 
League of >ations is the proper agency to move in the matter 
but this can be done only when the representatives of ' big 
powers meet m a spirit of give and take and it is reallv a pity 
that this spirit was not displaye<l at the last tVorld Economic 
Conference which was convened with high hopes, but ended. 
in despair It is not eloquent speeches, but bold and concert- 
ed action that alone can cope with the problem 



CHAPTER \X\ 

Credit System 


■Modetn mdnstnal aocietj has often been called a credit 
society Tins means that creilit is tl e most significant factor 
in the organization of production mdnstry and commerce at 
the present day Credit has been called as the life blood of 
commerce and as the heart and con < f the modern busmess 
structore These common statements emphasize the vast 
importance of the credit sjsleni under modern mdustnal 
organization 

It IS very necessary to understand the real nature and 
significance of credit The fundamental notion underlnng 
credit is confidence or trust but this characteristic has obn 
ousIt a limitation inasmuch as the purchaser must repose 
some confidence m tlio seller cicn whin the dealings b tirecn 
tl e two are strictly on a cash basis Thus a second principal 
chamcteristio involves the idea of defemnl payment Tune 
18 the essence of credit, and the u«e of a commodity or money 
18 to bo given DOW whereas the reciprocal service 
or commodity is to be given after o specified period of time 
The person iilio grants creilit has confidence in the honestv 
and financial standing of another person inasmuch as the latter 
can bo entrusted with something of value 


Tbw confidence in part is based upon the 1 orrower s pro 
perty and in part upon lus pcr'onal characteristics The 
character of the borrooer and the character of hu> busmess are 
the customary matters to be luvestigated by the person grant 
ing cr^it Jbere is a close relationship between the«e two 
factors because a man of excellent business ability 
"Would have his busmess properly orfranized and on the other 
hand if It were found that a busmess was poorlv eqiupi ed and 


managed it would be certain that the man s busmess experience 
or business capacity was stnctlj luiiitetl An mvestigation 
of these two kinds, however, usually serves to fiirmsh a more 
adequate basis for a sound judgment of the n ks involvea 

Credit has acquired a specific importance m modern society, 
■"here production is in anticipation of demand and there is a 
highly complex system of exchange In such circumstances, 
a businessman is a debtor as well os a cn*ditor and a largo 
amount of Ins dealings are on a credit basis The borrower 
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obtams crwJit only «o long as he proves hi3 abiiit/ to pay more- 
for the Dae ot capital than its oimers will gam by using it them 
R Ivc c Crwlit most be capable of being generalized if it i-'* 
prove D*efal This is done m two ways “ (1 ) by eipressmg 
credits in terms of money, which is generic and (2) by sneh an 
orgamzation of credit instnuncnts and credit jnstitntious that 
the owner of i>cr«onal industrial capacitv may readilr eseban^ 
hi3 indmdnal credit, a purely specific thing, for wider credits 
This 13 done by banks which in modem tunes have nni 
versahzed individual credit by the process of bill discounting 
business 

Forms of CEcntT 


Credit has been divided into many clas«es, t e , Public 
Credit , Capital Credit , 3IercaDtilc ftcdit , Indmdnal or Per 
sonal Credit and Panking Credit 


The term Puific Credit refers to the borrowing operations 
of governments by means of interest hearing securities The 
government makes a pronij«c to repav the principal on certain 
terms and conditions, and interest is to be paid from year 
year at a certain rate Thos it is in a posifon to finance its 
Tanons needs Tie purchaser of the interest bearing security 
accepts the government s promise to rtpay the money aod has 
fun confidence in that promise The government may also 
Ufce paper money to finance its needs 

Capital or /ndudnof Credil means the credit used by cor 
poratioos in obtaining the necessary finance for their business 
operations The corporation promises to repay the principal 
on certain terms and conditions with interest The creditor 
lends money to the corporation , because he regards the cndit- 
of the corporation as good 

Jferrantife CreHit is made use of by produceri, wholesalers, 
retailers etc , in connection with the manufacture and sale of 
commodities A manufacturer who burs raw materials on 
CTCiUt agrees to repav the price alter s errtain period of tiine- 
ile has thus been trusted bv the producer Ife may also 
obtain credit from a bank for » short period of time In this 
ca«e b* bas used bis credit wuh the bank instead of with the 
t*.v^ “f *he raw maternls, but the nature of the operations 
, same m both case* A wholesaler nr a retailer mav 
ukeww do the same thirg to connection with the goods that 
ne purchases for his business operations 


/*. -y is t<» be distinguished from ItiAHStrial 

inasrnoch a» the former mn* for a short periotl and the 
mrer tor a long periwl of time Inrtl cr, Ifcrcan'ile Cnnlit i* 
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Kprcsontcd br l>ilh of oxclian^i promH<nrj note*, etc while 
ln<]u*tml CriHlit hj* bomla or «toefe «orttfinte* 


or < refit i* cotmect(Hl with individtiaU 

rather limn with piililu or pm itt corpontions The indi 
Jiilnal cnn procure consumption i.ood<i without paring cash 
for them There is a diffirtnct b«twMn jicrisonal credit and 
other cruht in the matter of fh« clmru tir of the gccnrity and 
w the mattir of the use iiiuU of th things Iwrroweii nio 
oasis of goeiirity Is an indinet «m< cnH\isting not of actual 
proportr, hut of a ncogmuHl earning jxiwir from inrsonal or 
professional services Ihi things Ih rn md ire generallj used 
for immediate consumption in I not for prodintion Such 
cie it IS also called CoHsumpti tirrdii f ir thi« n won and 
also Credit hecHiseit h iik 1 in ntiil trmsictions 


Jtanling Credit n fi r< to tin fun Is obt um 1 liv a hank from 
its own capital and borrowid fnini inhiiiiul dt|) 0 '»itors \ 
hank can ivteud its onalit bj its npu'aioii hoiiestv and 
business integrita Tin sim|h«t nse of its iredit lies m the 
entrusting of funds w ith a bank its d« pnutors but then is 
a more imi»ortint was iti which banks m ike use of their credit 
A bank bojTowa when it cr* ati s obligation* ■ itliir in the form 
of bank notes or ileiKXit nc mints against wlneli cheques can 
bo drawTi The dimartd obli/itions ol a comimrcial bank 
usnally amount to siveral timis lh« amount of their actual 
rash resourcos 


Ixioketl at from anotlur point of siew crislit maj bo 
flaisiflcil as Commcrcinf ami Inrettmenl Crettil This classiAca 
tion IS of greater signitSoancs from the i-oint uf view of economic 
analysis and also for a clear understanding of llio principles 
Undcrlving banking oi>tmtions 

//ircstmeiit Credit is that which is u»el for Tinancing and 
deselopmg Inisiness enterprises such as factories farm* mines. 
The funds borrowed an invssteil m block capital and the 
repajniint is to bt made after a long period of time The 
lender regards this dispo«al of Ins funds as permanent , and 
hence the ttrm iiirMlwcnf is us'al for these operations 

Commercial Credit, on the other hand, is used in financing 
the manufacture and marketing of goods It is another name 
for 2Iereantile Credit explained above The borrower uses the 
funds for a short period onlr A merchant, for instance pur 
chases goods worth rupees one lakh on two months crwlit He 
intends to rtpav this sum of monev after two months, because 
^ the ineantimo ho will bt m po«scs*ion of funds br selling 
ms goods at a profit The borrower for investment purposes, 
on tho other Iiand, invests mom r m a faetorv, and it may take 
many years before tho accumulated profits of the factory will 
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permit the repayment o! the i«ncipal of the loan The fattw 
e'sentialjv a lonfr term operatioo while the former may »>® 
carried to completion within a few months 

Credit mstrnments consist of bills of exeban^, cheques, 
bani notes bank drafts, debt-ntare bonds and gorenun^t 
secnntiea It is largely throngh these instruments that credit 
operations arc carried on In a limited number of cases 
debts and book entries serve as an cndcnce of loans The 
Tolntne of bnsintss that can be done by CTedit paper depends 
on several factors fiMtly, it depends upon the banking faci 
lities of a (onntrv If the banking srstem in a country is widely 
developed and if the banks are willing to deal in transactions 
small enough to be within the reach of a large number of 
people manv more transactions will be settled through banks 
than would be the case otherwise Stfondl^/, the density of 
popalalion is another factor in the development and the ease 
of creili* exchanges A larger volnme of business is done by 
credit instruments like cheques ui a commercial centre than 
in an agricultural comrannity Thirdly, the edueahon and 
iBfe/l'yeH« of the balk of the people is another Important 
facto' determining (he use of conunercial credit instruroeDt* 
"Men do not use ^nks unless they bare confidence in them, 
and they have come to be reg^edf as part and parcel of 
the commercial life of a conunomty 

Fevenovs OP Credit 

The chief functions and merits of credit are — Firrfly, 
it economi<e8 metallic enrrener, and thns substitutes a cheap 
medium of exchange for a more expensive one SreondJy, it 
enables payment to be deferred until it is conrement for the 
borrower to do so Thus the borrower la in a po*ition to carry 
on his business smoothlv and without great difficulty Third 
7y, it also permits the ccntraluaiion of a great multitude of 
small amounts in bank reserves with the help of which indus 
-tnes, commerce and trade cao be finanred It thus increases 
the niobilitv of capital and stimulates production as a whole 
Foiirlhlj tl e flucloations in prices can be mmimised bv a rarefnl 
regulition of the volume of credit and trade is thns stabilized 
and stimulated \ regulated credit policy ensures the smooth 
•carrying on of business bv avoiding booms and depressions 
FinaUy, the modtm mccbanism of credit is a very powerful 
'instrument for promoting business progress and for facilitating 
inventions and improvements in mdastry 
DrAWBXCKS OF Ceedit 

The settlement of a very large proportion of exchanges by 
n cans of cnylit paper introduces a delicacy of character into the 
liusiness life of a communitv by which the trade meehi»n>sm 
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cajiital and credit From the point of new of an indindnal 
mtrcliaiit, I is good credit i* one of the pnnnpal rpqtusites for 
hi3 business t trader, a bnsmessnian or a mannfacturer can 
increasi hi« bnsincfS with the help of Ids credit It cannot, 
however, dircetlj create wealth, bccansc it cannot increase tbo 
actual means of' production which are potentially available to 
a nation ( redit enaWi.» the transferenee of wealth from the 
savers to the iisera and thns facihtates production It helps 
in iransformuig idle capital into capital that can be nseil for 
actnal proiturtion In this connection the following passage 
descrvis quotation, becan*e it tilings ou'’ clearly the dcs’inction 
Ik1w(hd capital and credit so sharply emphasized by I'lcardo, 
Mill and other classical writers — 

Then, as so often happens in Fconoraics, a simple 
summation is made of the advantage of individuals, and credit 
<om(« to he ri^arded as part of the national (prodnetion) 
capital just in the same wav a* a national protectionist policy 
is fallaeiow'lv construed from considering the gams to parti 
cnlar protected indastrie* It i» evident, however, that in its 
eimphrt form, so far m prodnetion is eoncemed, credit cannot 
directly increase the ac-foal meaps of producfion which aro 
potentiallv at the semce of a nation, bnt can onlv transfer the 
Tight to use thc«G means from one member of the community 
to another ^ 

In a modem indU'tnal society, exchange it a necessary 
part of production Divuion of labour cannot be carried on 
without excliange , aud without cr^it, exchange itself eonld 
not be effpcteil snlTicientty to fseibtate division of labour Thus 
under the system of moiUra industrial society, a well-organiz 
ed system of credit is essentially one of the mOat productive 
forces of induetry 

Though this diflerrncc between credit and capital must 
be recognized it is still open to the ecouomut to point out the 
different methods by which indirectly credit tends to augment 
production and also the accumulation of capital jFirsIly, 
credit enables capital to pass into the hands of those who can 
pnt It to the most advantageoos uses , and teeoTuJlir, it increases 
the amount of national capital available for production mas 
much as those whose savings are too small to be used atone, are 
enabled to make an addition to the means of prodnetion It 
must be remarked that credit is very necessary for the full 
develoi»ment of competition, and histoncaUv, it is an important 
charactenstie of the progress of society from custom and 
states to competition and contract In a large majority of 
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cooirartB, jorno elonn-nt oI cn‘«lil h Involved , and therefore in 
directlj nt I< -wt, crtNlit mcn-weii projlncfion inijimuch ni it 
bfin^ into operitlon tlio«o fumlament'it economic forw i which 
are rwponKible for the fn-olom of eontrect find for tlio tendency 
towards onfetferwl rompttition 

iMT-UExrrn P»-rrrMisi\o Tin \oiimf of Ciirnir 
The elttstleity, that the expansion and contraction of 
cirdil facilities, depends upon a number * 1 factors o! an economic 
and non-economle cJiar»rt«f firsMjf th« cfTect of trade and 
industrial conditions lioth at home ind nbroa<I upon the volume 
of cmlit is specially \ |>eriod of trade prosperitv 

Qsuallr 1 remotoa the volume of er^-^Jit while bi I trade condi 
tiotis create distrust and fear <*f tlvt fnlurt Thus there is a 
fallio;* off in confidence with tin «no'<itii.nre that croJit is 
contracted /•eeoniffy, the Inlluenc* of pnblic confidence and 
Firncral securitT must be stns«o«l in II is connection The va«t 
soperstructuro of cretlit is quicUy contrnrtcd with a falling off 
in coofidenre broueht alxxit br a nrlAin event, for example 
hy the outbreak of war, a seven enrtliquake ite TfttrJly, 
the political outlook an I foniyn ailnir* on swcially impor 
tant, iM'cauic they ofTcct putdic coufidenc* aiul have importaRt 
repercussions upon the f<elin. of sieunty Cn-dit receives A 
severa shock at the outbnak of a war, l*eeaose of thi resultant 
Uncertainty which induces bink«rs lo redoco iheir commit 
inenti and to strenglhtn llmr nstrris FotirtMy, specula 
tion also has pot an important Inlluenei upon thi state of crwlit 
inasmuch ns most of thi spiculativi enterprises suffer first 
when endlt is contracti-fl The caw of the collapse of the 
American secuntj boom of 1*1.** niai Ik citeit as a suitable 
illustration on the |*oint /iweHir ilii condition of the cur 
reney also afficts cmlit in a material depm A sound cur 
rino svsteni promotis the of cmsHelt} into the credit 

Jiiechanifm With a sound and mlequafi poM backinp, the 
hanks can create credit to ^ei<r»l times the actual eiih re 
serves lender a sound currenrv systim, bankers can mun 
tnin a low ritio of cash to liabihtu* and thus they can extend 
thtir crniit facilities V bad and unbound currency system 
f?enerafc8 a spirit of iinciilamty ami distrust, which is respon 
sible tin credit restnclion to a preat extent 


10 



CHAPTER ^XVI 

Stock Exchanges 

The ‘•toci Exchaaie is i market srhere stocks and shares 
are bought and sold It has been described ‘ as the lavt of 
the world as the ncrreecntn of tl** politics and finances of 
nation* ao the barocuter of rheir prospentr a*-(l adversitr , ‘ 
and m laaav other wavs the importance of the Stock Eieban^ 
Las been emphasized Tlie epithet mart of the world " has 
been u«ed for if becao e the eommoditics transacted therein 
n present propirfr m all parts of the world and also becanse 
•he bn.' oe<- of the t?lo<k Fxchanst is more eoaniopobtan than 
that of any o‘her market exc-ept the monej" market This 
institntion has been defined the ners’e-centre of the polities 
and the finances of nation, becacse of the snecific importance 
of the wares dealt »itb m this market and becanse of their 
efiecta upon the financial pober of the leading banks A glance 
at the tone of this market faffice* to indicate the condition 
of I r finance^ of a nation and forthis reasoOf it has been called 
os the barometer of the adrenate and prosperity of oatiosJ 

The ^tock Exchange is the organuation of capital for to 
Te'tment ^od specnlation jost as the banks are the orgam»' 
tion of capital for loans UI the capitalists and speewtors 
are bronght into (ooch with one another throogh the medittm 
of the «t<jck Exchange It prondes a Iree market for the vanoos 
kacds of secanties and thos promotes tnTestment of capital 
ID bosaness. The knowledge (bat shares and stocks can be 
freely marketed in the Stock Exchange enables persons to make 
mre'tments in them 3Io»t oeople wpnJd hesitate to part 
with their money m exchange eren for the be«t secnritieawith 
oct the facditr of re'ellmg same in ca*e of necessity The 
government of a conntrv is m a position to float loans easdr 
tlirongh the medinm of (be Stock Exchan"* In its ab'ence, 
the fetate would expeneace a great difScnltr in borrowing 
money 

ilaav commercial a^d indostnal schemes would be starved 
for a lack of ready flow of capital wiihoat the invalnable scr 
vices rendered bv the ‘(tock Fxebangp A jitrson with a small 
income can practi. e thrift in the expectation o' getting an 
mcome from his investment when his tunk balance accnmnlate? 
to a decent fignre A person can alio make an mrcstment 
in a good seconty in tfce hope of making monev throngh a n_e 
in the Trarket valae of the secnrJtv The knowledge of ready 
convertibility of the securities into cash m case of necessity 
acts as a powe^ftif fodaceinraC fbr people to make mvestmenC 
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in the sccnritips of nelllnoim concerns of soond fiu'incial 
standing In fact modern mdastriilism owes its progress and 
present position largeh to the ficilities pronded by this 
CTcellent institution Joint stock cnttrpnse wonJd not hare 
been possible without the cxiitenee of the Stoclc Fichauge 
institutions 

The rapid increase in national wealth is in a large measure 
duo to the services of th«s< institutions iiusraii"li as they 
ensnre th( sufTiciencj of funds for the various business and 
industrial concerns Thus the ^toik Fxclianges have rendered 
a great help to the matena! progress of the norld Tliese 
markets facilitate the piircluse ind sale of securities at their 
Teal Valocs The real vdoe of a securiti dep<nds on its din 
deiid earning capicitx, on ifs fiitiim possibilities and on the 
degree of risk bchtncl it The dealers on the btock Evchango 
arc lerv well mfornud with regard to the eonditions relating 
to the securities e ff their risks future prosptcts, etc and 
thus the current Stock L^clungo <]UOtatioii is a fair measure 
of the values of sutli eecnritiis 

It IS not, however always true because speculation 
and gambling plaj n large part in determining the market price 
of stocks and shares ial<o rumours an siread at times to 
change the tone of the market and to induce hesitating pur 
chasers to bur or to eaiiso nerroiis holders to dispose of the 
securities Owing to many estraDeoiis and noneconomic 
reasons, the market prices of securities boor little relation to 
their real valncs and imuy times the uninformed mvistors are 
left ' to hold the babv In other words they purchase seen 
Titles at prices which bear little or no relation to their intrinsic 
■worth These divergences niav bo temporarj onlv , btcau e 
sooner or later, the real sitiiition must come to light, but 
in the meanwhile the uninfoTued luvestor has to lose a good deal 
In the long run the inevitable adjustment takes placu and 
their market prices tend to approximate to the real worth of 
the setunties At any particular time, the luvestmg public 
and the market operators Iiave an approximately accurate idea 
"With regard to the yield which should be obtained from the 
various clfl«ses of investments The best or the gilt edged 
securities give some vitld while the yields of other securities 
are judged with reference to those of the gilt edged tecitnlies 
Thus m the long run, the pneos of existing securities and of 
new securities tend to the level at which the yield in all cases 
IS approximately the same 

The Lovdov Stock; ExcnANCE 
The importance of the share and stock markets neccssi 
tates some description of the oiganixation and working of a 
10 a 



292 ccrrr'^cr i\DC0si3frrcr 

ffw- important Stock Exchnn:^ of the world The London 
Stoct Exchange is a Tery highiv oTgnnired stock and sccnntr 
market Its oncin can be traced to the specnlative mama- 
bttwctn 1726 and 1^00 , and the fonndation of the buildin? of 
the London Stock Eichanjre was laid m 1>'01 SohscqncDtly, 
It pa.«s«^ tliroo?h many ticifsitodes and jrradaallr acqiured 
Its present po«ition Its scmcea dorinf!; the war were csccllcnt, 
when huge gums of money were ra»i«l to carry on the war 
The I>ondoo Stock Exchange is m reality a bnildinj vested 
in certain proprietors, which is o»ed as a market for stocks 
and shires Tlie proprietors or the shareholders meet there 
to deal m eecnrities according to the rules laid down by the 
Committee for General Purpo«e5 and by the Jfana^ement It 
IS not rejtnlated by anv charter or statute, and its business is 
subject onlr to the reflations as laid down by the roromittee 
for General Purposes Thus its prestisre and anthontv 
depend entirelv npon the reputation it has established for the 
cSicient and honest btuiness methods 

It is a voluntary association of persons called proprietors 
holdins shares m a capital or atock of £210,000 divided into 
20,000 shares The admimstration of the Stock Exchanze la 
vested in two bodies, having separate and special functions 
of tl eir own One bodv consists of the Managers, who are 
reprceentatires of the shatebolder* They are the gotemmg 
bodv of directors, and consist of nine members Tlicy are 
elected by tj e shareholders and three Sfanagers retire once in 
every fire years They regulate admission mocevs, appoint 
all officials except the secretary and the ofbcial assignee, and 
generally m'lmge and control the boilding 

The CojnnrTEE ron Geseeal PuEPO•^E3 
The Coumuttec for General Purposes consists of 30 mem- 
bers, who are elected by ballot by the members annually on 
the 2oth of March Members of tbo Committee mnst hare been 
memberw of the Stock rxebange for a penol of five years 
immediatclv preceding the day of election Every member is 
entitled to vote even thongb he has not paid his subscription 
The occasional vacancies are similarly filed by a ballot of 
members and the members bo elected arc to hold office np to 
the 25th of JIarch following The functions of the Committee 
are as follows — 

‘ The Committee xegnlate the transaction of bnsmess 
on the Stock Exchange, and may make rules and regulations, 
not incon*istent with the pronsiou of the Deed of Settlement, 
re«pecting the mode of condncting the ballot for the election 
of the Committee and respecting the admission, expulsion, or 
EUBpensioQ of members and their clerks and the mode and 
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cocdhions in nnd *ubj(*ct to «Iiicli tbi bmincM of tbo Stock 
Lxcliansc sball be tramartwl nod the conduct of the persons 
transnrtms tin snine and ctnerallf for the pood order and 
Coremmcnt of tht membtr* of thi Stock Fichangc More 
over, Die Committ<H art «ntitle<l fn>m time to tirao to amend, 
niter, rej>cal sutb rule« an I n gnlitions or nnj of tin m, and may 
make any new jimeiub'it or illitional rujis and re^ruJ ition? 
for anj of tht aboM mintimeil i unvotes Tin rommittco 
elect their own tlninnan an t A Oepiity Clnirraau an I also 
tlietr stent iry T1 » htttr bulls olllee during, the pleasure of 
the rommittit 

Th" Committee havi wi.f^ |«n«er3 on 1 fhev can ctptl a 
memlier, who Tinhf* s anv r«{nd»tion wlonnt fad to complr 
with f h< decitfon of tf e P< mmittee or who mar Iw guilty of 
di«jfrjcofnl coninct Tl«\ lan ah»o cxin I t number who may 
net in n manner detrimental to the interest* of the Mock hx 
chanije Meml-rs of the Mitk I lelnii^t emnot takt their 
^•es fo hw conrta without tin |rtv»ons eon nt of the Com 
inittee 

>lFMIFrstlir 01 THI IOM)ON ‘‘TOIK IXCIIVWOE 

Then an alxiut i (h>« m mlurs of tht I ndon Mock Lx 
chanpe ^ eandulatt for uuml*er*hip must U n common led 
b\ thre* immUrs <if four Venn stindms Tin. htter sttnd 
as (untus tip to th< txtent of pvnml livt hunlriil rich Tho 
snfranct fee is Im hiiKdnd ^.iineas atul thi tnnual SHbsowp 
tion 'imotints to 50 {.mnens In tic ease of cirtam mimUrs, 
■who Jnve liotii tbrks m tin Hons or tht Mttlinp Ilooii for 
four rears onh two n commeo latioos art necessary The 
entrance fe« is iL ) u bit It wt r 

\nr enndi I itt who ha* Ixen a 1 anknipt more than oneo 
13 not (ntithtl to Income » rntmlxr of the I ondon fetock Fx 
change The caudidato lust to purchast a ttrtom number of 
qniblltatlon shares whuli must bt done within sit months of 
the election Tht meniliers of tin J ordon '^toik Exchange nro 
cvllc I ,7o43crs and I rolert a feature peculiar to the IxjndoQ 
block Lxclnnge onh V jobber cannot act ns a broker and 
Tier rema ‘'toekbrokers att n^ inUrnietlurios between the 
pill lie and the jobbers and are liable as agents for their clients 
The outside investors eannot hart direct dialings with the 
jobbers and must pivt their ordt*^ to the stocklroktrs Stock 
brokers do not usually deal in stocks for large amounts for their 
own profit Thei cintrallj depend for their profits ou tho 
coniml«sion which thej get fn m the public 


* Poley V \ llxttory Law and 1‘raei ee W« Stock Exchange, 
Third Edition Ilcvised p 30 
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When the broker receives lus clients order, he asks the 
jobber to quote a price for the security concerned without 
letting him know whether be wants to buy or to sell it tor that 
niight tempt the jobber to vary the price a little The jobber 
vrould not, of course rito an out of the si av quotation 
as the broker knows the market price almost as well as the 
jobber docs, but be might vary the price by a fraction i\s it 
IS, the jobber quotes two j rices one at which ho will sell and 
the other at 11111011 lie will biiv btip{>o<o it were the deferred 
stock of companv \ an! fht jobber might quote 100 101, 
meaning that he would buy the stock at 100 or sell it at 101 
This quotation might be subjict to haggling and bargaining, 
and eventually the quotation mav be lOOj 1001 Tho broker 
being salistied with tl e q««t \tion mav act is a buyer for so much 
stock at lOOl This does not mem that the jobbtr would deal 
in any abnormal amount of stock and there are limits for this 
purpose The transaction would then bo noted both by the 
jobber and tbe broker m their resptctivc note books Tho 
price at which the business lias been done will then be marked 
on a board provided for the purpose so that tho same may 
appear in tho nest edition of the O^aal LtsI 

The broker will then forwani a toniract nole to hts client 
This note bears the date of tbe transaction, tho name and 
address of the broker and tho statement that the stock has 
been purchased at the pnee indicated Tlio client has also 
to pay brokerage stamp doty and registration fee, for which 
there is an item m tbe contract note 

Transactions for account are to bo settled at the next 
settlement day The Stock Exchange settlement extends 
over four days ( 1 ) tbe Slining Contango Day (2) Tho General 
Contango Day (these days are kjio'vn as continuation or 
varrynng over days) (3) the Ticket or hamo Day and (4) the 
Settlement or Pay Dav Tbe Contango Day is the day on 
which members, who wash to postpone settlement of their 
ba^rains, carry them over to the foUoiving settlement On 
the Ticket Daj , the purchaser has to give a ticket to the seller 
of the security llus ticket bears the name and amount of 
the security, the name, address and description of the trans 
feree that is, the buying member s cbent the price, the date 
and the name of the member towhom the ticket is issued This 
ticket IS a demand for the delivery of the security purchased 
On tho third day tho securities arc delivered and paid for 

There is a gpecud lelfhmeiU fixed by the Stock Exchange 
Committee for the bargains in the senp and securities of a new 
loan or a company Befon. the Committee fixes this day, the 
now company, in whoso shares the bargains have to bo settled. 
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has to coinplv inth «rtam formabties to the satiafaction of 
the Committee 

Some TzciracAt Teejss 

BuH — ^The Bull is known as Ttjitcatla on the Bombay share 
bazaar lie is an operator on the Stock Exchange who buys 
stocks or shares m the hope that there inll be a riae m their 
Talne before the next settlins day and that by takin;» delivery 
at the cheaper rate at which he has agreed to buy ami deliver 
mg the same at the higher rate he will make a profit If a 
speculator thinks that the price of certain shares quoted to-day 
at Ps 100 each is bkelv to go np by the next settJm*^ day, he 
agrees to bnv 10 shares on account In ca^e the price goes op 
to Ps 110 per share he can make a profit of Ps 10 per share 
mtnut brokerage inasmuch as he can take delivery at Ps 100 
and sell them at Ps 110 Tlic Bull is thus optimistic and 
he bebeves that the price wUl rise 

Bear — The Bear is known as JfKn<?i«col7a on the Bombav 
share bazaar He sells stock which he has not got in the hope 
that ho will be able to bar it at a lower price before he u called 
upon to deliver it He is thus pessimistic and bebeves that 
the pnee of the securities will fall Having sold stocks or 
shares which he does not bold he is anxioas that there should 
be a faL in their price so that by the next settbng dar, he may 
be able to bny them at a lower price and thus realuc a profit 
If he agrees to sell certain sbares at Ps 100 per share on tbo 
next settling dav and if at that time their prices register a fall* 
say to Ps OOpersbare hceacmakea prohtofPs lOpershare 
flii/iM brokerage bv taking debvery at Ps 90 and selling same 
atPs 100 

— Tlie Stag IS a specnlator on the Stock ETchange 
who applies for shares in a new company m order to sell thecQ 
at a profit He never intends to bold or eventually subsenbe 
for the shares The ordinary appbeast who is not a Stag 
applies for securities to keep as an investment When the 
eecunties are to be in great demand the Stag frequently 
applies for them for a larger allotment than he coaid pos’iblv 
pay for He assumes that only a small proportion of the total 
applied for will be allotted fo lum and if he can sell at a prcmiuni 
the more he is allotted the belter for him The existence of 
a large number of stag transactions shows that the pnee of the 
securities •wall fall soon after fhev are issued, although at the 
time of issue, the demand mav be enorroouslv m excess of the 
supply This fall is caused bv the steady selling of securities 
by tl e Stags who had formerly created a fictitious demand 
for tl em 

Carrying Orrr — This a a term, applied, to the amuse- 
ment by which the parties fo a Slock Exchange bargain 
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postpone payment or deUvery br contimunj tlje tnnsicf loa in- 
to the next account If a Roll tincI-« that the prices of theBccun- 
ties phich he has njjnwl to purchase have not rejjistered an 
adraiice, he can continue the bai^in as he certatalv does not- 
desire to pay for them The actual proccc-s of arranffin? this 
lies in scUinfT ont thosecnritT and then repurchasin': it both 
the safe and the rcpiirchan bein? done it the inaljus: up pnee 
It is fixed at each «cttlement b\ the clerk of the IIon«e If 
the current price on the settlin': dar is 9s 99, the middle 
pnee siall he the price for such caririnj over The original 
contract svill thns be caneelhd at o•^^ and the (lifTcrcnce between 
the making up price and the price at vbieb the hull had pur- 
chased the security, that is ^ 1 per share has to be paid by the 
Bull to the jobber, and a new contract for pur'’liasing tlio same 
secnrities is entered into at ‘*^1 per share In the case of 
the Bear, having •mid stock he dois not possess, he is able to 
continue lua bargain , because he has no intention of gning 
delivery at the settlement If the price has gone up, the Bear 
has to pay the differtoce between the price at which ho bought 
and the settlement tnakiog up pncc 1 urthcr, to enable him 
to go on to the next settlement, be has. as it were, to borrow 
stock 

Contnngo —A Bull who carries over his bargain obtains 
advantage because he is allowetl to postpone payment for the 
security purchased up to the following settlement, and for this 
facility he has to pav a charge known as contango This » 
absolutely dilleroQt from the difference that ho has to pay 
between the making up price and tho original purchase pnee. 
The contango rate is also referred to as a rate of interest, though 
it 11 not wholly of tho nature of interest inasmuch as tho carry- 
mg over does not merely consist in j>ostpomng payment, bnt 
It also postpones delivery of tbe stock This charge vaLiaes 
with the rate of the money market, or with tho market condi- 
tions in that stock 

Btfclicardrttion — The allowance made bv the seller to the 
purchaser is known ns Backwardation There ii usually & 
backwardation when tbe epecolative sales have been more 
than the floating supply of the stock The Bears are then 
obliged to pay back in order to borrow the stock m place of 
receiving mtereit on their money, which they practically 
advance against the stock It is a sort of penalty imposed 
by a Boll clique upon the Bear when sales have been made in 
excess of the stock on the market 

When the demand of tho buyers for loans to pay for the 
stock they have bought is balanced by the demand of the sellers 
for the same stock which they have undertaken to deliver, 
there is neither a contango rate nor * backwardation rate. 
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TJndpr sneh circuin?tancps, Ibe bajerj or the sehers hare to 
par nothmgfor carrying orer, and the nte then is called tttn 
The esHtence of a hig Boll account or a big Bear account 
has an imi ortant effect upon the marLet The former course 
weahens it and the latter one atrengthetu it Trery Bull is 
a prospective seller and erery Bear a prospective buyer Thus 
prices mav n«t while the BolU are purchasing , and they mar 
fall wlnle Uit Bears are eelbng but sooner or later the move 
meat in the opposite direction most begin 

Bvll Campaign — \\'heo the Bulls by concertc-d action 
di«cruinate stories favourablv affecting fht stock they may 
bring abont a mg The artificialitv of this state of the 
market becomes evident when the lime for selling comes in 
The position may btcorae delicate from the point of view of 
the BlIIs and eonsenaently, some Bolls mar be compelled 
to close their aceounts at a loss They arc known as htale 
SuHi Tims a Bull h one who has held on for gome time 
without an opportunity of realising a profit 

Banging a Market —By concerted action, Bears may 
openly offer securities at decreasing prices in order to lower 
dowm their prices By spreading such news, the prices may 
actually be brought down to a level not warranted by the 
intnosic worth of the secnnties This is known as Banging 
the Marlrt or Dear Bald \t the end of the raid, the position 
of the Bear becomes very awkward He may find it exceed 
ugly iliiScnlt to obtain the stock which, hanag sold, he has 
nodertaken to debrer Prius begin to nse and the Bear 
Covering or buying berk, onlj enhances this upward trend of 
prices The stock then mav be unobtainable the bears are 
then cornered Unless a bear so situated makes terms with the 
party to whom be bos sold tbe stork, or w itb some one else, he 
cannot meet his engagement He is then known as a Lame Buck 
Buying tn and BeUing-out — ^These expressions are fre 
qoently used on the btock Exchange If the secuntics are not 
delivered within the time limits fixed by the Committee the 
buyer can give an order to bis broker to buy in against the 
jobber, and similarly, a seller can sell out if be does not receive 
a name in order to complete the sale This is done through 
the olfcials of the Buvmg m and feeUmg-out Department of 
the London Stock Exchange These officials are appoint 
ed by the Committee lor General Bnriioses, and they must 
do the buying in or selhng-ont publicly These secnnties 
will not be bought in, if they are out of the control of the seller 
for the payment of calls or the receipt of interest, dividends, 
etc , and on bemg aj plied, tbe Coounittee wtU fix a dav for this 
purpose The Committee can suspend the buying in of securi 
ties, when they regard such suspension desirable in the general 
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interest , and dnring: such suspension the liability of inter 
incdiaries continues unless the Cointnittec determines otherwise 

Options — This IS a method of speeulafinfj under which 
the gams are left unlimit«l but the loss is hniited to the amount 
paid for securing the option Tlict aro of three kinds the put 
option, the call option and the | nt and call or the double option 
The put option entitles its i>os«essorto sell totheotherpartra 
dehnito amount of stock at a certain price If a speculator 
thinks that the price of certain shares with a face value of 
Es 100 each, is likely to fall ho mar agriK? to sell 10 shares 
at Rs 100 each and ho will pay say rupee one as option 
premium If on the next settlement day the prico falls 
to Ls 90 per share, the bear sp cidator tan get a difrcrctice 
of rupees ten per share mmus the option premium Thus 
on the ten shares he makes a net prodt of rupees nmctv In 
case the market value were to go above I s 100 ho would not 
exercise his option and lo<e the option monev The rail option, 
on tho other hand is the option to punbase sicuritits This 
13 exercised by a bull speculator In ea.'». tho price of the 
security risia the proQt of the si>ecu1ator consists of the exco. s 
of the market price over the price at whicli hi hml agreed to 
cxerci<>e hu option minus the option premium Suppose that 
V exercises his option for purchasing 10 shares of Rs 100 tach 
and pays rupee one ns option premium per share If the pneo 
on the settling day rises to Rs llOpershan liw profit consists 
of Ps 90 , whereas if the price goes down to Rs 90 per share, 
ho woidd not exercuo his option and would merely lose the 
option money 

Put flnd CoU Option or Double Option — The double option 
entitles its possessor to exerci«« the oj Uon either way at the 
prices fixed for tho put and call options respectively la this 
case ho has to pay double the premium These transactioas are 
entered into only for fbo«o securities whose prices are subject 
to violent fluctuations 

Calf of JXore— Tins combines a RuU transaction plus a 
call option transaction for no equal amount \Mien a sj^eca 
lator thinks that the price of the sccuritv ui which he wants 
to deal is likelv to go up before tho next settlmg day an 1 he 
does not wmt to take a great n^^k, he niaj act as a rat re bull 
speculator for, siy, 30 shores and enn exercHo call option tor 
anotlur ten shores If the price goes up to 1 s 110 per sliart 
his prouf consuts of rs I'M) that is R* 100 on the Ilulltrans 
action and 1 s 100 minus I s 10 on tl e call option tmsac 
tion On the other hand if the market were to move against 
him, sas, tho price goes down to Rs 00 per shan, his loss 
comes to Ps 110 onlv, that is, Rs 100 on tho Bull transaction 
an 1 tho loss of option nioncv on tho call option transnction. 
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Put of 2Iore — This transaction combines a Bear tran' 
action together mth a pat option transaction 

The Cover System — In the case of this type of transac 
tioDs so mneb ptretnt or per share is pivcn to a broher by a 
specDl-tor mth instmctions to enter into a Bull or Bear trans 
action the imjlication bein" that if *he prices more ajra nst 
the speculator anti the loss comes np to the corer mon^y the 
transaction is to be closed Thns the lo s never exceeds the 
cover momy In ca«e tie specnlator wants to wait he has 
to der»osit an ad litional amoont of money If the marfeet 
moves m favour of the client the cover money is refundc 1 with 
the proht It may be remarked that the option money i« not 
returnable m anv case and herein lies the difference between 
an option transaction and the cover system 

Amortitation — ^This term sifpiifies the redemption of bonds 
fhares and other commercial paper or sccnrHie* by means of 
annual drawings from a sinkin;; fund or the complete repay 
ment of a loan hr a single payment out of some special fund 
set a'ude for the purpose The interest on such bonil* with 
•drawn is addwl Jo the sinking fond thereby increasing the 
next amount amortized The repayment takes place by draw 
mgs at par or cometimf-* bv porebase in the open marlret 
•Generally amonisation takes place once or twice a sear 
^ofAori«d Clerks —These clerks arc antborised accord 
IQS to the rules of the Stock Exchange to transact business on 
behalf of tbcir principals on the Exchange while unout^or 
1 ed derks are tbo«c who accompanv their roaMcrS on the 
Exchange in order to check tbe bargains for tl em and to axsist 
them generally 

trcrayinj — ^This term is osed on the Stock Exchange to 
denote the operation of baying or jefliDg stock to reduce the 
average loss upon an original bargain when the price of the 
atock goes against the operator If £ 500 of stock u purchased 
at dO for tbe rise the buyer paving £ I»0, and the stock falls 
to £8f, the buTcr can buy an equal amount of stock at tSi 
Then he has the stock at 87 In the event of a n<e, he enn 
clear his purchase at a little over 87, thus avoiding a loss 

Balance Certificate- — AThen a bolder |>osscssing a single 
■certificate for the lot, sells a portion of his shares the company 
in recciimg the deed of transfer and the certificate makes out 
a certificate of tbe transferred shares and a second certificate 
lot the balance which is retained 

Boom — \ ptnod of extraordinary activity wjth a ri'ing 
tendency of prices 

ButXet Shop — This is s slang term used to denote the 
•office* of outside broker* 
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Clost io Close —This is a pnco made by jobbers wheo 
dealinfr 3Jd or 1 C4 titber side of a prico For instance, 1/lC 
to 1 close to cloRo means It Cjd to 2* 2Jd , at ivlucb prices 
the jobber ivould bo prepart d to buy or sell 

Consolidated ^litnKitics — ^This is a term applied to tho 
consobdation of annuities into out common debt 

Consols — A Combination of tUo terms consolidated funds 
and consolidated stock 

Corner — This term reftra to the operations of speculators 
thronch winch they obtain the whole or the fricater part of the 
floating stock The fleam are flitn forcid to buy back the 
shares at the pricf tint tin Bulls allow them The Bears are 
then cornered If the Bulls k« pa ti^ht hold on tho market 
and the prices ri«e in biieh wist that tho Bnrs aro obliged to 
pay heavily forsicurmgtliem tluj arc tin n said to be squec-nng 
the Hears \\lun tlw lb ira siucied in bringing about a fall 
in the prices of 8 (unties it is sjokin of ns a Bear /find 

Cum Bindeud — When tin | net ijuntcd includes the 
dividend that Has b<«ii d( eland or is about to bo declared, 
If IS knowu as cun dni (en ( 

iTar Biridcurf •— titans without dnidind 
Cum Jlrnicuiij — The t«rm rsfers to the dealings m bonds 
at or near the tiin< when the drawing takes place Tho securi 
ties arc sol 1 with anv benefits that may aruo from tho draw 
ing, and the hujir receives tlu profit if thej aro drawn for 
repayment at par or at a pnraiuiii 

Cum A nr — Cum J igkls — When successful joint stoidi: 
companies issue a fresh batch of shares, the same can command 
a I rcminin in tho ( j cu market Tho existing shareholders aro 
usuallj Riven the right to claim any now shares that may be 
issued buch slnriholders can sign a letter of renunnation and 
therebj sill their right to the allotment of these new shares 
ui the buyers favour Tlio ciisting shareholder can then 
securt the prunium od the now shares withont incurring the 
Lability for paj ment of their amount to the company IVlien 
thi original shares arc sold with tho right to claim tho allot 
ment of the new shares, they would bo sold cum new or cum 
rights 

jjx all — These words signify that tho dividend, bonus, 
return of capital or right to daim new stock, is retained by tho 
seller 

Floaters — Bearer securities accepted as secunties for 
loans 

Gilt edged sminties — Securities that are considered to bo 
absolutely safe as means of lavestaient 
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Integimeit ‘ffoeil « — Seennties selected by the bnvers as 
means of permanent inrcstroent 

Ltmited — VI here there i3 a difficnlty of doing 

bnsineas freely 

Plunger — \ reckless epecnlator 

Big — Pxcgtng l^e J/orlrt means the forcing np of the 
mirfcct value of a secaritT -without any re'erence to its real 
Talne 

Sfij — The slow dll indhng of the prices of securities owing 
to an absence of busmens 

Scrip — It IS a kmd of certificate containing the number of 
bonds or shares taken up by the subsenbor a receipt giving 
the amount paid bv the snbsenber for the first instalment 
T1 e amounts and dates of *he instalments vet to be paid are 
also given It is exchanged for the bond on pavment of all 
the instalments 

StlUng f-liort — The teiin refers to the case of sJiort sole# 
Speenlaton are said to be ebort of stoefe when tbev have «old 
what they do not possess 

out— The term refers to a temporary reaction in a 
iisug market and it denotes the ebakjog out of -weak Bulls 

Ttthng m &toe}. — ^Taking in stock and ginng on stock 
are the xeret^e positions oi people -nbo arrange a conlango 
The Bear is the taker and the Bull is the giver Monev lenders 
who advance money for the account on stocks and shares are 
the takers in In continuation or carrying over the taker 
in of stock becomes the purchaser for (he current account and 
he IS bound to debver bach a like amount of stock on the 
ensuing account 

Tape Prieet — This term refers to quotations on the Stock 
Bxchange as recorded on the (ape of the mstruments of the 
Exchange Telegraph Company 

Tints Bnrgatn — This term means a contract for the future 
■delivery of stock, the value of which cannot be aseertaineil 
It also refers to a contract for differences on the Stock 
Bichange 

Tb 3E Bosmar Suabe Bazar 

The official designation of the Bombay Share Bazar is 
■the Indian Share and Stock Brokers Association Formerly, 
only the natives of India could become its members bat now 
adm^ion is thrown open to others also The Bomhav Stock 
Bxebange Enquiry Committee lu 1923 made the following 
regarding the business methods and prac 
xices of the Bombay RtneV Exchange •— 
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(1) Tliort) should be 1 change m the policy of (he Associa 
tion rCfiirdin:; corners 

(2) jTilinjT (lie aboxe, all fornard dealings in stocks and 
jiharcs m the City of Doaibaa were rt commended to bo prohi- 
bited by UgiditiM (imtment 

(3) The old rubs <.mtwwirin' the Association to niter 
fert and fix rates in cj 1 of a contempt ited or existing corner 
in am of tho siri} s dt dt in on the Jtombai “^tock Excliange 
wen recommended to ibolishcNl as in the opinion of the 
Committc'c thej win mere pdliatins 

(4) Suggestions wen tl o m-ide for the modifications 
of niles nliting to tin powirs of the Committee of Manage- 
ment, hohdivs Moving of the 1 xeh-inge for settlement, mark 
ing of bargains eft 

Tlie Jlomlns 'Neurlln^ Cinfratts Control Act was parsed 
in 1923 w hich applu s t o t he « holt of the Pn sulencr of Bombay 
\nj Stock 1 xclnngt can apply to thi Gowirnor m Council 
for recognition ntid whin so recognized, thi same has to make 
rules subject to tlu ranclion of the same authority regarding 
tho control and tij oration of the Exchange powers and duties 
otthegoacroingbodj sitllemeiil»ofdispiitcs between members, 
punishmints of defaulting memlicr», etc Ewerf contract for 
tho purchase and sale of securities excipt ft ready delivery 
•contract is to Ik toi I unbss the same ii subject to tho rules 
rcferreil to abovi and that too between the members or 
through niciiiUrs of a recognizi'd Exchange ^o claim for 
fee, commission, etc , is to bi allowed m onj Cml Court in the 
case of such void contracts 

Bombst Stoca f\ciii>OF Pules 


Aativcs of India and British subjects having resided in 
the Bombay Presidency for the last ten years preceding the 
date of membership can berotne members A candidate for 
momboranin has to be recommended by two members of at 
least five years standing None of tho two recommending 
members shonl 1 Iw a member of the Board of Directors The 
candidate should obtain a nomination in place of a retiring 
member or be mav applv against a card m the hands of the 
Board of Directors The election is by ballot and 
should bo carried by a majority of not less than three fourths 
of the members present, at a meeting of the Board of Direc 
tors which must be attended by not less than one half of the 
total number of members of the Board The annual sahsenp- 
tion IS 3 s 3 and the entrance fee is Ps 30,000 in the case of a 
member other than tho one nominated 

The Board con exercise disciplinary powers of expulsion 
Tinder the following cases — 
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(1) Unworthv condBCt, conTJCtion for anj" cnmiaal 
offencp breach of roles, etc 

(2) A member of the Board having a direct or indirect 
intemt m a svndicate bear or boll, except m a bioher, can 
al o be expelled 

(3) When a member la adjndgcd insolvent 

(4) Fines can also be itnpo<ed upon a member for any 
breach of regulation bv a resolntion of the Board of Directors 

CaED op 5lE5IBIX«niP 

The right of membership as indicated by the Card is 
entirely a personal right and cannot be assigned pledgwl or 
transferred to any one else The eanl aJonginth all the rights 
and privileges of member>hip vests m the Association srhen 
a member is detlared insolveot The Board of Directors can 
dispose of It in anv manner they dmn fit The proceeds of 
the sale of the card have to be applied in the first instance to 
satisfy the liahiJitv of the member concerned and the balance 
goes to the fnnds of the \$<ociation 

AtmOPISED A'SD D>AlTnOEL«ED CLZXRS 

A member of the Bombay Stocl Exchange can employ 
four anthon<ed clerks, who must not be members of the 
\f ociatioo A portoirship firm can erapIoT T anthonsed 
clerks Tliese clerks can make bargains on behalf of their 
emplovcrs in tho latters name The members are liable for 
all bargaics made by snefa clerks on their behalf Authorised 
clerks wear a badge of the Avociatton Unanthoriacd clerks 
are not entitled to a(]mis''ioa to tbe ^tock Bxeliange Market 
m Bombav 

Apbiteatiov CoininTEE 

The Arbitration Committee conMsts of sixteen members 
Under the roles of the Association all di^pntes are to be referred 
compalsornv to it The Committee appoints two of its 
members as arbitrators from whose decision there is an appeal 
to the Arbitration Committee within seven davs of the receipt 
of the award bv tbe parties concerned The decision of the 
Arbitration Committee is final and bmfimg on the members 
of the Association bnt where the di'pnte is for Bs 1,000 or 
mort, there is an appeal to tbe Board, whose decision i* of 
comse, final 

DEFACiaixs CoJiinrrEE 

The Defaniters Conunittce, consisting of six members 
deals with the ca^ea of those members who have been decLired 
as defaulters m the open market anil who are unable to fnlGl 
\\int tngagiments on tbe ’Bicbange A member is 

declared as a defaulter by the Board on appbcation from a 
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tmlitor of thf* tlpfiultor or on ret-fipt of a cotnphint from 
tbo Cli'innj: IIou«(* An ii>s«h«nt {htfor *ps) f<i(io dpchretl 
a difiultrr lliH CornmiHw inroslij-»fi s Into the state of 
affairs of tlie dcfviiltms nmulxf ani edls upon lum to file n 
written statinnnl oont imin^ a list of hn asstts and liibili 
lit? T}i< assita are tltn distribut -1 hr tht Committee pro 
Mia atiionj: tli« ernlitor m«inb*.r3 of th V'^ocntion ncconl 
Ins to tluir ndmitted ctum> 

In of a lit ir P inf win D pnee? of sh ires or stocks are 
unduly tlepre* <il tii ueooni of n«kh‘« »l)ort sal s, the Hoard 
ean susptiul all forwinl Inline'S hj i n uliition of rot k^s 
than on* half of tli* nieml"r> «>f the Hoird at a sjncnl meet 
ins 'if wliiih imt kss tlun thri fourths of thi total mimbcra 
art pre<t nt All tran«a* tioiis lx f »n tht «l if* < f siispen-ion must 
bo Kttk-fl liv clclntrj of s.'tunti-s uid 1 1 | inmnt of montv 
on tbo eottlins day unk-<siht I wrti eittii Is ibe turn thtrefnr 
br a n solution in Ilk* ininmr Iimij lx m ntioiiid tbit tbo 
ikmibar Stock 1 xchuns* J n<|mr> Couiimtt« had rteomnund 
etl that the sliort silkr* sUouIl lx left to | »v tin jHinltr in 
tie Ibsence of fnutl ant that eoniracis inujliins purchase 
aud »ak of stcuriius sluiull be ultle*! by il Jiterr of shares 
■auii 1»\ jiutmnt of puriUa<» price 

(ir-iitNO IIof«r 

Tlic Bombiv ''(< fk bxcbanjt*. has a CJcannc Ifouso like 
tho principal ‘'totk I-xclnn?.s of the world Its mam fmic 
tion is to att as the common ajrcnt of the members m settling 
trinsadkins lKlw**en «l»*m bv pring anl faking delivery of 
steunlhs nnd making an I aectplingpiynuiit for tbi same and 
clearin'^ the diiTtrenet? *ts mam obligation is to facilitato 
-the transkr of socunties an.l documents in nlalion thereto 
between tho purchasing an*l selling niemlx-rs Only tho 
memlHrs hart a ri"ht l« settle contracts through the Clearing 
House All forw-ml birgains m certain specihotl securities 
arc to be chared through the tleanug House, 


ht.M«AlT OP UNCTIONS OF Stock EicatNOcs 

It 18 Ihiis clear that Stock Exchanges are institutions which 
reuder the capital of a country more cflicHUt than it would 
Ik otherwise Their mam functions may bt summarised below 
“(aj They make investment easy 
(61 They make withdrawal from an investment easy, 
nnd, in so doing, make capitabsts more disposed 


/el They brin" lo"etbcr all classes of investments, make 
clear their disadvantages, and so appeal to all 
ebsses of investors, cy, those who wish above 
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an feconty tbose irho demand a chance for large 
retnms those who can vait indef mtely for retoms 
of acT sort etc 

(d) Thev male the properties represented in stocla and 
bonds perfectlv aTOilable as a basis for loans 
(Banls sdll readily accept such bonds and stocks 
as security teeiDg that there is a cont nnou* and 
nnhmited market srhere these properties can be 
dispo'od of at sdmost anv moment ) 

(f) It is worth noting that the stock market fomishes 
goTcmment with the beat asailable cine to the 
value of corporate properties when these are needed 
for the pnrpo»e3 of taxation or social control * 

It *rv Apvavtiges 

(a) The '=tock Exchanges give mobility to capital In 
their ab’onee the securities of bnsme«s coneems conld not bo 
I laced to adranta"* in markets The mob litr of capital would 
be meagre if the holder of secnntics dil not know that be 
lonl 1 t^e them to the Exihange and sell tl em The pnbli 
city at the ^tock Exchance enables the holder of the security 
to know the opinion of the mo*t competent financ era 

{h) They aiTord a te«t of the ntibty to tl e community of 
the concerns which solicit the support of the mreators 
ViTien the inye tor finds that the shares of a certa n concern 
arc going np m ralce he knows that the public has a great 
demand for sncb concerns and that an iRTeBtincnt 
in tt em would prove proftablc Tl e investor gets all tins 
information m the form of a carefollv prepared table 

(c) Ti e Stock Exchange Market is tho great governor 
of values It is a guide which pomts t? e finger to where the 
eapitalis greatly in demand and where it is not In theab ence 
tbereof a great n i« Iirection of capital and energy wonld take 
place 

(d) The Exchange exerts a very important mflnence 
upon tl e monev market The po« ess on of a laige ma«3 of 
sieable securities provides a guarantee against a severe 
n oney panic The banks can call In loans when there is a 
sudden pressnre for money The holdings of foreign secim 
ties can be sold at a moment s notice and gold would begin 
to flow in Thus at certain tunes cri es can be prevented or 
the r force can be broken when they can be anticipated if 
they cannot be prevented 

It ttnnot however be donbted that these benefits do no 
always flow from the htock Exchanges As has been noted 

* M&rsbaU Indutlnal 60ct«(y 5 VUl 
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already,* they sometimes lead to Bjiecnlation of the irorst 
type, Trliich might erentually lead to trade crises and finanen! 
rnnics They encourage gamhlii^ and bring rum to many 
iflvcstora and banking inatitnUons, who finance the specnl't- 
tors A proper type of control is thus necessary if they are to 
be purged of their n-orst erds 


C/.<JnJ« page 291 of this Chapter 



CnAPTER -VXVII 

Indejc Numbers 

It freqnentlr becomes nccessarj to analyse morements 
of pnces in order to dHcoTcr their causes Tlie prices of gome 
tommoibties mar ro ap nhile tiose of others xnay go down 
or remain stetionarv Different causes act on the morement 
of the prices of different commodities There may Im* a ri’C 
in tl e prici s of some commodities because of a fall m prodac 
tiou without a comsponding decline in demand or because 
the demand may increase, supply reni'imja^ the same 
Th( changes in the purchasing power of money may also 
bring about inverse changes in prices * 

To find ont the general level or trend of prices, the 
metho<l of index numbers u resorted to A few commodities 
relevant to the object m new mar be selected, their prices for a 
p'vrticolar ye»r noted and the prices of later years of the same 
commodities expressed to relation to them, nsually by statmg 
them in terms of a percentage Thus the overage of the 
ffactuations in the prices of each commodities in terms of a 
percentage is called a pr$ee index Mtimier 

An example will best tiplam the construction of index 
cambers bapposc that on Januarv 1, 192D, the price of wheat 
was Ps 4 per maund of cotton 12 as a seer of ghee Bs 2 a 
seer and of salt Ps 1-8-0 per tuaund These are called the 
base pneet Suppo«e that on January 1 1932 the prices of the 
four commodities were Ps 2-8-0 for wheat 8 as for cotton, 
Pe 1 for ghee and Be li for salt Then the actual prices, 
and the percentagi. relation between them wonld stand thus • — 


10^9 I 1932 


Total 

A\tn»sc { Vnthmet e Sloan) 


i 


\ 

1 

1 


Base 

Pnee 


too 


I*nci! 


Percental^ 
to Base 


4 00 
2 00 


too 

100 

100 

100 


C2 a 

eo 6 
oO 0 
&3 3 


2rt’ 1 
65 6 


‘ See Chapter AIII 
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The index number was 400 for 19^9, and fell to 202 4 
for 1932 reduced to the arithmetic mean, the index number 
for 1929 was 100 , while that for 1932 became 65 6 This 
shows a fall in prices of 34 4 per cent or, in other words, as 
the word index implies, it indicate* a fall m prices 

If, now, instead of four commodities a hundred or more 
''Vere selected in this manner thirc should be some confidence 
in the indication obtnineil as to a ijeneml change in prices 
If the summarized result shows a fall of fifteen or twentv per 
cent m the index number it !•> fairlr certain that most com 
modities hare gone down in price This mar al»o be due to 
the fact that 50 per cent of the commodities mar hare gone 
down m price, while the other aO ptr ctnt mai hare gone 
lip, though onlr slightly Rut an exammition of actual 
changes, even a cursory one almost alwars show* where a 
marked change has oceurreil m m index numbtr that the large 
majority of prices hare moied in the one war indicated Tlu. 
mdex number serves, thenfori to point to a fict — that on the 
ifhole prices hare moved m one ihrection 

Sometimes tAc ircijliW irntfeiwchc aicragt is used as a method 
of calculating index numbers The relative iinportanco of 
different articles is taken into con<Kleration or to put it in 
technical words, the artieks ar< weighted 1 or instance, a 
change m the price of wheat is of rauc! greater importance 
than a change in the jirice of cotton If whext wort to double 
ih price, the purchasing powir of a given income would be 
Seriously affected, if cotton wtn to double in price much less 
The rarving Importancx of different commodities is taken into 
consideration in the construction of an index numbtr by assign 
mg weight to the commodities id the proportion of their 
Consumption If a commnmtv spends four times as much 


jpog 1012 



M eight 


Meglted 

Dis«. 

Pri e 

Ptrccnl 

O'-C to 

Be e 

M eigl ted 

1 ncc 



Rs 

400 

Bs 

2 0 

62 o 

2 0 0 




100 



6(5 6 




200 




Stilt 

3 

1 50 

300 

1 2j 



Total 

A\erage 

10 


1 000 
100 



r< 0 0 

6u 6 
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of Its income on whent as on cotton the former may be conntetl 
as if it wtre fotir artU*ea and the latter as if it srerc one If 
tsuct PS much js spent on ghee a.s on cotton ghee rnav be 
<onntHl teo artuies , sihde salt on a sinuHr assumption may 
counted as three The inecs used m the original itlnstra 
tion would then l>e made np into an index number as abort 

This wiighted arerage indicatts a fall jn prices from 100 
to f( C whereas the simple arithmetic arerage indicates a 
fall from 100 to OS C only 

Othtr nodes of reaching the index nnmbers are the 
g omttne ra»an the median and the mode The adrantage 
of tilt geometric mean over the arithmetic arengc is that it 
tends to nullify tie effects which tUms of very large magnitude 
lavt ufon the average and this is important when sneh 
extremes are few in number as compared with the remainder 
of the data 

It IS calculated in this manner if the number of items 
ID a series n the items a'c multiplied together and the wlA 
root of the product i» calcnlaled If it is desired to obtain the 
average of the magnitudes, i St 4, 5 C, 7, 8, 9, 10 and ISl, 
the arithmetic average would be 

,^?_4_o-rC-r7-e8-9+10-181 . 

— 2S 0 a result which w nos 

representative because the roe item 181 has pulled up the 
average very much The geometric mean would give ns the 
following — 

lOV.iTSxlx^/XCxIySi^yUJXlSl - 7 6164 thus 
bringing the average witbin the range of the majority of the 
examples in the data, and eo making it more representative 
The geometric mean is always lower than the arithmetic 
averat'c It is very difficult to calculate and unless some of 
the extreme items are of considerable magnitude, the results 
do not very much differ from those obtained from the use of 
the antbnietic average 

The median ls obtained, not bv averaging, but by ascertain 
ing midwav points The several price quotations for any 
vear (reduced to a unifonu basis as in other methods) are 
arranged m numerical order, aad the figure standing in the 
middle of the series IS picked up This is how the index numbers 
arc made up by the use of the median 

It has been found by expencnce in the application of the 
■various methods to the same sets of figures that the simple 
arithmetic average when applied to s fairly large number of 
price quotations, gives substantialh the same result* as more 
refined metliodj When there are a very large number of 
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articles m the list, «omt of mmii import \uo« homo of hftlo 
It u UDllkflr thnt tlio ]<ncis of til tin import int intcles «ill 
finctuito in one dinolion w’lile tlm o of tin iinimport int 
ocn in another. If tlu\ «iil so ««uhlinc iiouM In. vorr 
Bece<sarj. But it i« \«rv lik»h tliii tin tluctmtions woull to 
dwtnlmtNi ninonc; the il»s<es m iuulH tho ‘>am( wav 

' tn unnsml chanfre in the i>rm if » pirtiotil ir article wlnthor 
It to eon«utn(d m amonnts or m <nnil wiH not aCTtct 

Jtteallv an at cract made up from m ins i nee i[Uotat!ons tnil 
to practire it has Ik-ch found that tin smipU unweuiitrd 
*Tera"e bnn^a results not virv di(I<rint from tho c obtained 
after ■wciehtinK ’ 


Certain precautions nius* be iikm m tin mnstniction of 
nnniliera lirsilr, tin has inriol should be fns from 
‘fj’iormalities In plan of i j irfuuhr \i ir a inriol of ten 
yt^rsma) lie sehctinl ns tlu hi' sur U” '>f ifrd in 1 nstland 
i’3*t8 Us comparison upon tin prieis wliuh «ert riilitis in the 
fears 1RG7 to 1877, while tlu f oeomwl orismally based 
Jts numher tm the OMraji pno s nilinff diinn,. Ihi jurioJlKto 
io l‘»30 But when tin mdn iiunilxr was n mskI in l‘ill 
the averatro prices ruling dunne the ixruMl to 1W» were 
<e!tct«l in place of the original bi«i p* riod 

‘^condly, care shonid Im »‘»k«n m the selection of tho 
^ftimoilitus the index of who*! priee* ii to he obtaimd This 
"**11 diiKnd upon the objest in view For a pemral Ittce 
i“dei, a i-tjgp jjtinaber of eotnmtMlities ari to bi hUwtial Ihe 
index iiumlier of the iconeoiMt now imlndes forts four articles , 
»hite that of the Board of Trade is conipdid from the 
00 fewer than J50 commoditu s or cUsses of commodilies The 
^nnucnil Times’ ;^ccklj> Index Number calculated on tho 
^ain Base Slethod, consists of iJ items 

Thirdly, the selection of the whoKsale or the rotaU prices 
IS also imjwrtant Acconlinc to the UowKy Kobertson Com 
nnttee Beport, ‘ The mam nsis of index munbers of wholcaio 
prices are in relation to n itional, not to local, economic problems, 
fud for tho stiidv of iftntral tendencies They “ro considered 
^ relation to the moacniont of currenev, exchan^, of ■'Wholesale 
prices m other countrus, and of indices 

rttail prices, etc , in each country Further, thtr form one 
the most important indications of the general 
the trade tjde tJiroucb its sarioos phases ^ 
of tho to,{ oflmng Index yumber, where 
»8 made to obtain an indication of 

prices uiKin the cost of living, the retail prices must be used 

, ’ boHlct Itobertsou (Toromittee lleport 

p/ india, 1031, p 44 
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retail prices rarr m diflewnt localities and tlie standards of 
linng of different classes of people also differ in llie same place 
In the cost of bring index number, therefore, ordv those com 
modities should be used ssbicb enter into the consumption of 
the class o' people whose cost of brins is to be estimated 

In Fngland the pnaeipal effort to constmet a Co«t of 
Living Index \nmber is that of the 'Ministrj' of Labonr , and 
this was the basis of many of the claims for increased wages 
made by the English labonr o^mzations during the war 
The object of this Cost of liWing Index ‘Nambet is to memure 
theaveraQe inrreat ' m (he eott of maintaining thePre var ttanHard 
ojhring of the TTiwlinff Ciattes tn England The items included 
in the statistics fall into fire mam groops, ci , (1) Food, 
(2) Pent , (3) Clothing (4) Fuel and Light , and (o) Sundrie* 
USIS of IXDEI Nm^EES 

Index nnmbcrs can be pot to various nses The Cost of 
Lmng Index ^^mber in England has been the basis for adjn«t 
menfa of wa^es in varioos trades in that country tVienever 
there is a difference of opinion between the representative* of 
Ja^nr and those of capital regarding the pavment of wages 
tl e matter can be settled bv the help of the cost of bring index 
numbers In ‘uch ca»es the retail prices of those commodities 
wLuh enter into the conmmption of the working classes in a 
particul'ir loeabty should be taken into consideration 

IheLanXert »«e in England compiles an Investment 

Index Nornber which is of great help to those interested m 
the Stock: Jf^rkets The basis of the number was the capital 
and market quotations on Pecember 31, 2921, and the average 
prices of each group were equated to 100 The average market 
valne for any particular dale can then be compared with the 
base figure, and the percentage of increase or decrease 
ascertained 

The whole eolc price mdex nniubers indicate the general 
trend of price* The quantity of monev in circulation 
can bo regulated with reference to such index numbers If 
the index number of wholesale pnets shows a rt*e, the mtoral 
eoroUarv is tl at there has been a fall in the value of money 
This may be due to the exccs«ive supply of monev which can 
be adjusted propcrlv 

Index numbers can also be u»ed to gauge the prot^ees of 
a particular business concern or of a number of bnsme«8 wncerns 
in a certam mdustry The increase or decrease m the index 
number for a particular year can be compared with the number 
100 for the base vear '•inulaily, they can be used for almost 
all economic, commercial and imancial problems The trend 
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in 

the tmlc, capitil, profits etc, can till be gauged with the 
Wp of index numbers 


T)KAWB\rK8 

There are certain drawbacks of index numbers hirstlj- 
it Js Tory difficult to select a !»«« iKnort whuli is absolutiiv 
frta from abnormalities ‘Ntondlv tht roiiij inson of prices 
over sevt ral years is rendend dill cult Ik can i irticlcs change 
wnsidcrablj m description nnd qiiiiitr It niii 1 sut that 
this factor IS less in irked in tie wholesiti thin in the retail 
markets ridnlh, index numlMra do mt }r»iide a lorreet 
method of coinpiriRon of tin jne I «n ditbrint countries 
because the base jcir, the s I rtitn of <onin Hiities etc in 
^nous countriis are diffiont 

In spite of till difiicullics inuineritel an 1 the larious 
objections wldch are tiiadi to th. us tf pru ii 1 x numbers 
» ta found that the risidls oltaini I bx \ inoiis methols can 
w relied upon Index luunl ers ar« it l>esf onli aj proximate 
are not inttndul to tie at otutilr accurate but m rtly 
^'^fpiroximati indu Uion <>f tl« inni < f inns ricr a given 
l*^*ol of time Tier ban iroi«t nri tendUial to the 
ofORonust an! tin politiciin to th biHin s < r^anucr and tl e 
alike 


laprx MMBrna in Inriv 


I sail prices 


. Tlie nnm sourns of index mmibirs of wlol sa., . 
’nlndiaarttboJiidirtfi Trrtrfe WmI md theunofiicnl publica 
tions They appear to givi all pruticdile inform itum about 
detail of movement of whotesale i nn s m t| i towns 
The loeal wholesale price ind«t nunibirs forfahutta Bombay, 
do not seim to be serving ina good pHrjo«e 
Tlic existing general md'v number of wholesale prices in 
Jndia is unsmtabl for its puriio^e The liguns arc cxpre'.sed 
fs Percentagis of the jear the list of commodities has not 

b^a revised since 1*^** • eviept forsUsW aUirations in the choice 
quotations It intlndts rertam commodifits like *ndigo 
"litt an, no loni:cT ot imiHitlmcc, mil “ 
toordinj; to (Le comliimns ol lUe lionlrr I 
mltn, Kepott, „ ,,o» in.loi “ 

on the n Olid ot Hint ol the Boari ot Trii^ The dutino 
■on beueen prices ol Iniporlei! onJ Fipor oil goo* 

1* dropped aid replaced hr catosones similar ‘S “”?* 

aitain (I „„d, and Non I oo<l, ».th f”'”'"" SSf 

<'0, in the first, and Mmeral., Teitiles, o" ’ “Ji'i' ‘Sic 
ne adoption ol the pometne mean m place ot ^e 
average is nconinundcd b> the experts It is alao 8U,,gestetl 


* bee i5i<t p 44 
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that in the first instance the Tear 1926 or 19'’" should he chosen 
for equation to 100 becanse the rnpec exchange on London, 
did not settle down till 19^6, and this is pnma /acic a good, 
date to select 

regarding market wholesale prices of agncnltoral produce, 
it 13 recommended that attention should be given to exact 
de'cription of the grade, and the statements should be for 
particular davs and not averaged over a period 
PETAIk PeICES 

It is clear that retail prices vary greatly from Tillage to 
Tillage and even within a city and that there are many grades 
with the same general name for which there are different prices 
The«c variations alone ncces«itate the ascertaining of prices 
at the same places rear hr year for the purpose of averaging 
The same grade and condition of each comraoditv should be 
prictd in each record for the same place The returns appear 
to be made in the market towns m a perfunctory manner, and 
there is no secuntv that they arc comparable from time to time 
and place to place It M unnecessary to collect these prices 
at vtry frequent mtervals at a great number of recording 
stations and the great raoltitode of returns makes sapemsion 
difBcult and probably ineffective 

In this connection the Bowler PoberUon Committee 
recommend that m’teail of a double system of weekly and 
monthly reports the prices should be ascertained on one day 
onh in each month (as is the custom of the Slinistry of Labour 
in Ln^Iacd) from a relatively small number of towns of varioos 
sizes in cath province Not only should the grade and place, 
shop or market be ngidly defined and adhered to but aho 
the nature of the traosaction (method of sale, amt of aceonnt, 
etc ) that IS the subject of report should be unchanged from 
month to month Even the time of dav should not be vaned * 
For index numbers of retafl prices the Committee 
recommend that they should not be computed for separate 
prormees but that data should be accumulated for India as 
a whole The mdex numbers for separate commodities must 
be set on a firm basis For their combination weighting is 
soggtited and it will be ne«s«ary to make estimates of the 
rejiiive importance of llie commoditiis in the jieraonal spend 
ing of the inhabitants of India excluding consumption not 
on a cash basis 

*^0106 the senes of pnees of commodities can onlv include 
articles which are exactly definable and do not change in their 
qualities except o^er long penods the composite index will 

• \ -pp 4® 41 
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«late only to food, fnel and tho simpler lands of clothing In 
off M-liolcsale index number, it will mduato the 

of the cost of merclnntmg, but hardh at all that of 
manufacture ” 

Cost or Lrmo Index 

^ India cost of hrmg mdex number is not recom 
. because it ivoujd not be rcpiesentatne when apphcd 

, It would bo impractieaWo also at jwscnf to 

mpt a calculation for Tillages where much of tlie comump 
t “ ^ on a casli basis, and wlure tliere is considinbk 
1 variation The measnremetit of changes in the. cost of 
ring 18 important in those large towns where wage payments 
^ rnade mostly on a cash basis, tn order that pubhc opinion 
ay bft well informed when the merits of a wagt disputt turn 
on the expense of living Separato iiidiv numbers should bo 
lor each town as is the practice at present, and they 
“ouid not be averaged togethtr 

some towns ver\ satisfactory numbers exist, eg, 
AUiuedabad, >'aspur, Sholapur, etc lo form these numbers 
* Stoup of accurato budgets is mcessarv This should cover 
‘he expenditure on necessaries of the working chas The 
oumbep of budgets need not be large unless the dmrgenco 
*mong them is very great Weights should be apphcd to 
categories of food, clothing, fuel and rent rc^ptctivelv 
liie lesulting index shows the change in the ixpense of mam 
talnlng a defined standard of living, so far as ordinary neces 
sarios are concerned, for a family having an income near that 
O' ‘he average of those from whom tho budgets are framed 

W'AGES AND tNF'IPLOTltEVT 

Accurato statistics should be obtained for wages and 
taemployment There are three categories under which 
statistics can be suitably collected In India (A) Tactories and 
^mes , (B) Other Urban Occupations , (0) Rural Occupations 
D^nder (A) improvementinthocollectionotstatisticais necessary , 
■‘‘nde under (B) very little attention has been pud for the 
<=oIlectiou of statistics regarding tho wage rates of those persons 
^ho work outside the factones in tho towns The iram work 
«oould bo done by Labour Ofliccs and exact definition and 
fomparabibty are essential 

Serious attention shonld be paid to the collection of 
statistics relating to persons m rural occupations A small 
t>naibet of villages lu each district should bo selected The 
Villages should bosnch where preferably awhollycashratcispaid, 
care should bo taken that in each successive record the 
^aees are paid for tho same work and aro strictly comparable 
^ great deal of construction work is oeewaary before attempting 
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a frencral mde^ nnmter for the -wholo of India or for the 
ProTincfs Fxpenments might he made in the construction 
of separate index nnmhers under A B and jierhaps C 

Without an Lnemployment Insurance Scheme or other 
means of rejnstration adequate statistics of unemplojrment are 
not obtainable Sucli statistics are arailable in factones and 
mines, and variations in nnemployment arc fairly closely related 
inver'!e)r with those m employment These figures can be 
extended in 'eoje, and 'imngementB may be made to pnblisb 
them montlilv The allied | roblem of labour turnover m 
factories is important, hut presents special difficnlties m this 
country Intensive Efudies ahonld be made on the contmnity 
of employment and the freqnoncj of changes wherever the 
material for them is available Statistics of absenteeism coupled 
with those of nnemployment throw some light on the problem 
*5imilailv, index nnmbera should be prepared relating- 
to profits foreign trade, balance of payment* etc , for India 
In this connection the collection of adequate statistical material,, 
particularly relating to hankiog, is very necessary It is only 
then that index numbers mil be constructed on right lines 
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